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HAT the advantages of the fait accompli as a means for achiev- 

ing a desired result are appreciated in this country as well as 

abroad is apparent from an examination of the procedure for 
Railroad Adjustments presented in Chapter XV added to the Bankruptcy 
Act by the latest of the so-called Chandler Acts.’ 

While Chapter XV under its terms is to have a life span of only one 
year,’ inasmuch as the business depression is only one of several important 
reasons for the present plight of the railroads’ it may be assumed that 
there will be strenuous activity on behalf of its extension. To the small 
group of reorganization counsel who conceived its terms and successfully 
fostered its enactment,‘ it is certain to be a success even though no plan 
other than that of the Baltimore and Ohio Railroad becomes operative 
under its provisions.‘ 

It will be a success in the eyes of its sponsors if for no other reason than 
that the B. & O. will not be in the process of reorganization and will be 

* Attorney, Treasury Department. 

* Pub. L. 242, 76th Cong. rst Sess. (Approved by the President, July 28, 1939). 

*§ 755: “The jurisdiction conferred upon any court by this chapter shall not be exercised 
by such court after July 31, 1940, except in respect of any proceeding initiated by filing a 
petition under section 710 hereof on or before July 31, 1940.” 

3See 202 ICC 347, 351 (1934); Clay, What Shall We Do about the Railroads? c. II, p. 4 
(Ransdell 1939). 

4 See S. Hearings on H.R. 5407, 76th Cong. 1st Sess., at 92, 114 (1930). 

5 As of January 1, 1940, four roads have submitted plans to the ICC for action under 
Chapter XV: the B. & O. R. Co., ICC Finance Docket No. 12150; the Lehigh Valley R. Co., 
ICC Finance Docket No. 12283; the Montana, Wyoming & Southern R. Co., ICC Finance 
Docket No. 12517; and the Chicago Memphis & Gulf R. Co., ICC Finance Docket No. 
12663. The first two submitted their plans prior to the enactment of Chapter XV. 
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insulated and protected therefrom for some few years to come, an ex- 
ample of what can be accomplished by utilizing the machinery provided. 

With agitation for its extension in prospect, and because of the influ- 
ence it may have on general reorganization machinery and legislation, it 
becomes desirable to examine this new streamlined procedure for meeting 
railroad corporate financial crises, to assimilate it with existing procedures 
and to evaluate it in the light of desirable railroad and reorganization 
policy. 

PROCEDURE UNDER CHAPTER XV 

Most recent corporate reorganization legislation’ has been designed to 
provide stockholders, creditors, the court and any governmental agency 
participating therein with full opportunity to examine the corporation in- 
volved and all proposals for its rehabilitation without pressure or influence 
on behalf of any interested party or group of parties. Chapter XV, how- 
ever, presents a reversal of that trend. Under its provisions, as will be 
seen, there is only one plan and that plan is a virtual fait accompli before 
being presented to the only two disinterested agencies having any juris- 
diction over it, the Interstate Commerce Commission and the court. 

The machinery is set in motion by the management of a railroad faced 
with interest or principal maturities which it is unable to meet, in other 
words, a railroad insolvent in the equity sense. To avoid an equity re- 
ceivership or Section 77 proceedings the management devises a so-called 
“plan of adjustment””’ which by definition may propose “postponements 
or modifications of debt, interest, rent, and maturities and modifications 
of the securities or capital structures.’’* In spite of the scope of this lan- 
guage, it is quite apparent from the act that no plan affecting equity 
securities is contemplated, for no machinery is provided under which 
stockholder acceptance of a plan could be obtained.’ For this reason as 
well as for the practical reason discussed later that sufficient assents to 
meet the percentage requirements of Chapter XV could probably not be 
obtained to any plan modifying the position of stockholders, it seems 
quite clear that no so-called “drastic” reorganization plan will be effected 
pursuant to the provisions of this chapter. 

The management’s distress plan having been formulated, it is next 
presented to all affected creditors in as persuasive terms as the proxy regu- 


6§77 as amended (11 U.S.C.A. § 205 (1937) ); §77B as amended (11 U.S.C.A. § 207 


(1937) ); and Chapter X (52 Stat. 883 (1938), 11 U.S.C.A. §§ 501-676 (Supp. 1938) ) of the 
Bankruptcy Act. 


7 § 710 (1). ® § 705 (7). 


° § 706, relating to persons affected by the plan, refers only to “creditors.” So too do 
§§ 710 (1), (3), and 725 (2), which relate to acceptances of the plan. 
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lations of the Securities and Exchange Commission will permit.'® When 
“creditors holding at least 25 per centum of the aggregate amount of all 
claims affected by said plan of adjustment” have signified their acceptance 
of the plan,” it may be submitted to the Interstate Commerce Commis- 
sion for consideration under Section 20a of the Interstate Commerce Act.” 
The Commission in acting on the application of the B. & O. under Section 
20a held that it was not required ‘“‘to approve the plan as such.’”’”*? Further, 
Chairman Eastman in a letter to Senator Wheeler pointed out that the 
commission was in doubt as to whether the language of Chapter XV as 
passed by the House of Representatives required its approval of the basic 
merits and fairness of the plan.'* Presumably to clarify the commission’s 
functions in this respect, the act requires it to make certain specific find- 
ings."S These include findings: 

a) That the railroad is not in need of reorganization of the character provided for by 

Section 77;76 


b) That the road’s inability to meet its debts is reasonably expected to be temporary 
only ;*7 
c) That the plan, after due consideration of the railroad’s earnings prospects in the 
light of its earnings experience and reasonably expected charges: 
(i) is in the public interest and in the best interest of each class of creditors and 
stockholders; 
(ii) is feasible, financially advisable, and not likely to be followed by insolvency 
or by need of reorganization; 
(iii) does not provide for fixed charges in excess of what probable future earnings 
will adequately cover; 
(iv) leaves adequate means for such future financing as may be requisite; 
(v) is consistent with adequate maintenance of the property; and 
(vi) is consistent with the proper performance by the railroad of its functions as a 
common carrier."® 


Whether these required findings indicate a Congressional intent that 
the commission examine the fairness of the plan would appear to be an 
1° See SEC Regulation X-14, as amended February 15, 1940, promulgated pursuant to the 


authority conferred by § 14 (a) of the Securities Exchange Act of 1934, 48 Stat. 895 (1934), 15 
U.S.C.A. § 78n (a) (Supp. 1938). 


1 § 710 (1). 

13 41 Stat. 494 (1920), 49 U.S.C.A. § 20a (1929). 

13 B. & O. R. Co. Financial Readjustment, 230 ICC 243, 266 (1938). 

"4 Hearings, op. cit. supra note 4, at 186, 189. 

'S By virtue of the second proviso of § 710 (2), however, the B. & O. and Lehigh Valley 
plans are not subject to this requirement. Whether the proviso is within the power conferred 
upon Congress by Art. I, § 8, cl. 4 of the Constitution, to establish “uniform laws on the sub- 
ject of bankruptcies throughout the United States” is an interesting question. See In re Sink , 
27 F. (ad) 361 (Va. 1928); In re Davis, 13 F. Supp. 221 (N.Y. 1936). 


*€ § 710 (1) (a). *7 § 710 () (b). *® § 710 (1) (c). 
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open question. While the commission is to find that the plan “‘is in the 
public interest and in the best interest of each class of creditors and 
stockholders,’”"*® the court, after duplicating all the commission findings, 
must also be satisfied “that the plan is fair and equitable as an adjust- 
ment, affords due recognition to the rights of each class of creditors and 
stockholders and fair consideration to each class thereof adversely af- 
fected, and will conform to the law of the land regarding the participation 
of the various classes of creditors and stockholders 

Whether this difference was intentional or is merely a fortuitous result 
of the inevitable trading and compromise in every Congressional confer- 
ence will probably never be determined, but, as a result, the powers and 
duties of the commission with respect to the fairness of the plan are as 
uncertain as before.” 

The proceedings before the commission present the first instance where 
the fait accompli will play an important role. Chairman Eastman in his 
aforementioned letter to Senator Wheeler also pointed out that the com- 
mission in the past has been and in the future is likely to be influenced in 
its deliberations with respect to a plan by the fact that much time and 
money have been spent on its preparation and that consents thereto have 
been obtained from a substantial number of the interested parties.” As 
first introduced, Chapter XV required no minimum or maximum number 
of acceptances before submission to the commission,’ so that the degree 
of pressure resulting from this factor was a matter solely within the con- 
trol of the management of the railroad involved. The plan could have 
been submitted before any solicitation of assents so that commission con- 
sideration would have been comparatively free from this influence or the 
management could have waited until a large percentage of the parties 
affected had been induced to accept it.** The original provisions referred 
to have been changed in two ways. Submission to the commission must 
now wait until holders of at least twenty-five per cent of the affected 

*9 Thid. * § 725 (3). 

2t That the sponsors of Chapter XV did not desire commission examination of the fairness 
of the plan is apparent from the letter of Col. Anderson, counsel for the B. & O., to Congress- 
man Chandler in which he takes the position that the private interests as between the com- 
pany and its creditors give rise to judicial questions that should not be considered by the com- 
mission. See H.R. Hearings on H.R. 3704 and H.R. 5704, 76th Cong. 1st Sess., at 88 (1939). 

* See Hearings, op. cit. supra note 4, at 186 et seq. 

*3 See H.R. 3704, 76th Cong. rst Sess., § 710. 


4 In this connection cf. § 77 (d) of the Bankruptcy Act, 11 U.S.C.A. § 205 (d) (1937), pro- 
viding for commission and court consideration of any 77 plan before submission to creditors; 
§ 176 of Chapter X of the Bankruptcy Act, 52 Stat. 891 (1938), 11 U.S.C.A. § 576 (Supp. 1938), 
prohibiting solicitation of assents to a Chapter X plan until after its approval by the court. 
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claims have indicated their acceptance of the plan, although there still is 
no maximum on the number of acceptances which the management may 
obtain before presenting the plan for commission consideration.** The 
other change is the inclusion of what appears to be a pious wish: “That 
in making the foregoing specific findings the Commission shall scrutinize 
the facts independently of the extent of acceptances of such plan and of 
any lack of opposition thereto.” 

While the commission is required to make the specific findings pre- 
viously referred to, it apparently has no authority to modify the plan as 
presented.*”? This further limits the scope of commission action, for 
either it must make the requisite findings with respect to the plan as 
presented or refuse to issue its order and thereby nullify all the time, effort 
and money spent on the preparation of the plan, as well as on the ac- 
ceptances previously obtained. 

More persuasive upon the commission than either of the foregoing will 
be the fact that unless its approval is given to the plan as presented, the 
railroad involved will probably be thrown into reorganization or receiver- 
ship proceedings. While a drastic reorganization may be exactly what the 
road in question requires, the economic consequences accompanying re- 
organization or receivership proceedings are so far-reaching that a gov- 
ernment agency will be loath indeed to lay itself open to the charge that 
it was responsible for their initiation. An examination of the commission’s 
opinion in the Baltimore and Ohio case reveals quite clearly how important 
a part this reluctance played in their deliberations. After pointing out 
that the B. & O. plan merely deferred the road’s obligations without re- 
ducing them and that this was an important weakness, the commission 
nevertheless concluded: 

The alternative [if commission approval were withheld] is clearly reorganization 
under the bankruptcy statute. In such a proceeding, security holders undoubtedly 
would be called on for much greater immediate sacrifices than this plan contemplates. 


Approval of the applications by us will make the option available to the parties inter- 
ested.?8 


Under the circumstances the commission granted the necessary au- 
thorization. 


The commission has also faced this dilemma under slightly different 
*s At the time the B. & O. plan was presented to the commission, holders of over 30% of 


affected claims had agreed to accept the plan. See Hearings, op. cit. supra note 21, at 49. 
26 § 710. 


27 See § 710 which refers merely to the issuance of an order authorizing the securities called 
for by the plan. 


*B. &. O. R. Co. Financial Readjustment, 230 ICC 243, 266 (1938). 
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circumstances but with the same result. For example, Section 15 of the 
Emergency Transportation Act of 1933 prohibited the commission from 
approving an RFC loan to a carrier (a condition precedent to such a 
loan)*® “if it is of the opinion that such carrier is in need of financial re- 
organization in the public interest” with the proviso that the prohibition 
does not apply to loans to receivers or trustees.*° In addition, Section 
sb (2) of the Reconstruction Finance Corporation Act contains a similar 
prohibition on the extension of RFC railroad loans and requires a certi- 
fication by the commission “that the railroad or railway is not in need of 
financial reorganization in the public interest.” 

Because many of the contemplated loans or extensions were desperately 
needed by the applicant railroads to enable them to meet maturities and 
thus avoid reorganization, the commission issued the certificates of ap- 
proval required by the above sections in instances in which, judged from 
many standards, the railroad did require reorganization and in fact found 
it necessary to initiate reorganization proceedings within a few months of 
the date of the certificate and the RFC loan. 

The Chicago & Northwestern Railway Company is a very striking 
example of how far the commission has been willing to go in the past to 
avoid any responsibility for the institution of reorganization proceed- 
ings. Between February 23, 1932 and September 29, 1934, the RFC 
with commission authorization lent the Northwestern approximately 
$43,000,000 or at the rate of $1,400,000 per month for the thirty-one 
months.’ Within a week of the last of these loans,*4 the road applied for 
an additional $7,500,000 and within a month the commission by division 
four authorized a further loan of $4,138,000.°5 Commissioner Mahaffie 

who had dissented previously without an opinion®* was moved to express 
' his views on this occasion and said in part: 

The applicant has failed to earn its fixed charges by $6,034,124.70, $11,216,820.37, 
and $7,875,418.69, in the years 1931-33 respectively. In 1934 its deficit in net income 

*9 See § 5 of the Reconstruction Finance Corporation Act as amended, 15 U.S.C.A. § 605 
(1939). 

3° 48 Stat. 216 (1933), 49 U.S.C.A. § 265 (Supp. 1938). 

3* 48 Stat. 1109 (1934), 15 U.S.C.A. § 606g (Supp. 1938). 

»# Other striking examples include the Chicago, Milwaukee, St. Paul & Pac. R. Co., 
202 ICC 597 (Dec. 17, 1934) which went into § 77 proceedings on June 29, 1935, and the Erie 
R. Co., 221 ICC 427 (May 25, 1937) § 77 proceedings for which were initiated January 18, 


1938. For a further statement on this subject see S. Hearings Pursuant to S. Res. 71 (74th 
Cong.), 75th Cong. 1st Sess., pt. 13 at 5921 (1939). 


33 See 202 ICC 347 (1934). 34 202 ICC 267 (1934). 


38 202 ICC 347 (1934). The application was submitted October 6, 1934, and approved 
October 17, 1934. 


36 See 202 ICC 267 and 271 (1934). 
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will apparently not differ greatly from that of 1933. Even those figures do not appear 
accurately to represent the situation in that had normal expenditures for maintenance 

On the basis of present traffic and 
earnings the money now lent can hardly carry the property beyond May 1, 1935 

While I hope the majority proves correct, I am unable upon the facts before us to 
join in the findings.s7 

Failure to authorize this loan which was used to meet unpaid vouchers, 
current and past due taxes, and interest due December 1, 1934, would 
inevitably have forced reorganization proceedings. So too would a re- 
fusal in April of 1935 to authorize the extension of the $3,800,000 RFC 
loan maturing April 13, 1935,3* yet the commission authorized both, with 
a finding in each case that the road was not in need of reorganization in 
the public interest. Less than three months later, however, on June 28, 
the Northwestern’s petition under Section 77 was filed at Chicago. 

Faced with the alternative of complete approval or complete rejection 
the commission will almost certainly approve a voluntary plan accepted 
by at least twenty-five per cent of the interested parties,*° particularly 
when its duties and authority are uncertain and when to refuse to do so 
will expose it to the charge of having precipitated reorganization of the 
carrier involved. In other words, it seems unlikely that the Interstate 
Commerce Commission will be in a position in Chapter XV proceedings 
materially to affect the character, terms, fairness or wisdom of the man- 
agement plan. 

From the commission, the plan next goes to court. As a prerequisite to 
filing the plan in the appropriate United States district court,“ the 
management must have obtained assents to the plan from creditors hold- 
ing more than two-thirds of the aggregate amount of affected claims in- 
cluding a majority of each affected class.“ If it has not secured the re- 
quired number of assents in response to its solicitations before and during 
commission consideration of the plan, commission approval will provide 
a persuasive additional argument for creditor acceptance. 

Immediately following the filing of the petition, a special court of three 
judges is to be convened in the manner provided by Section 266, as 
amended, of the Judicial Code.*? The special court, after hearing, is 


37 202 ICC 347, 351 (1934) (italics added). 38 207 ICC 123 (1935). 

39 As indicated earlier, the commission apparently has no authority to amend a plan but 
must accept or reject it as presented. See § 710. 

4° See Hearings, op. cit. supra note 21, at 40. 

# In the language of the statute: “. . . . the United States district court in whose territorial 
jurisdiction such railroad corporation has had its principal executive or principal operating 
office during the preceding six months or a greater period thereof. 

# § 710 (3). # § 713. 
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promptly to enter an order approving the petition as properly filed if 
satisfied that it complies with the chapter and has been filed in good 
faith, or dismissing the petition if not so satisfied.“ 

As introduced, Section 714 contained no reference to hearings in con- 
nection with the court’s approval of the petition as properly filed.*s As a 
result of a suggestion during the committee hearings,** the words “after 
hearing” were substituted for “upon convening” but no provisions with 
respect to notice of such hearing were included and so far as the statutory 
requirements are concerned the “hearing” may be purely ex parte.*’? This 
hearing may, however, be of considerable importance, for the court’s 
jurisdiction depends, among other things, upon the requisite number of 
assents having been obtained, including a majority of each class. The 
determination of the validity of the segregation into classes, and of the 
accuracy of these and other required allegations should be made under 
circumstances affording full opportunity to all creditors desiring to be 
heard thereon.“ 

In line with the rapid tempo of the entire proceedings, the specia! court 
is required by the statute to “fix a date for a hearing to be held promptly 
after the filing of the petition and notice of such hearing or hearings shall 
be given to all persons in interest in such reasonable manner as the court 
shall direct.’’4° 


After the hearing, the court may either approve the plan as filed or 
modify the plan and approve it as modified.** Whether it may reject the 
plan and dismiss the proceedings is open to doubt. The authority, if it 
exists at all, does so by implication only, for there is no such express au- 
thority conferred by the statute.* 


44 § 714. 45 See H.R. 3704, 76th Cong. 1st Sess., § 714 (1939). 

46 See Hearings, op. cit. supra note 21, at 52. 

47In the B. & O. proceedings the hearing apparently was ex parte, for the petition was 
filed on July 28, 1939, and the order approving the petition was entered July 31, 1939. The 
29th and 3oth, incidentally, were a Saturday and Sunday. Apparently also no general notice of 
a hearing on the approval of the petition was given. In re B. & O. R. Co., 29 F. Supp. 608 
(Md. 1939). 

4 Cf. §§ 141-9 of Chapter X of the Bankruptcy Act, 52 Stat. 887 (1938), 11 U.S.C.A. 
§§ 541-9 (Supp. 1938), providing for answer, notice and hearing in connection with the 
approval of the petition. 

49 § 720. s° § 721. 


5" Cf. § 77 (e) of the Bankruptcy Act, 11 U.S.C.A. § 207 (e) (1937), and § 236 of Chapter X 
of the Bankruptcy Act, 52 Stat. 899 (1938), 11 U.S.C.A. § 636 (Supp. 1938). While § 727 of 
Chapter XV provides for dismissal of the proceedings if no plan is confirmed by the court with- 
in one year, there is no provision for earlier dismissal and this section is further susceptible of 
the limited interpretation that it relates only to confirmations delayed because of insufficient 
acceptances. 
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It is at this stage of the proceedings that the fait accompli is most effec- 
tive, for the special court like the commission must make certain findings. 
If it finds: 


1. That at the time of filing the petition, the plan had been assented to by holders of 
not less than two-thirds of the aggregate amount of affected claims and by a major- 
ity of each class;5* 

. That the plan as submitted or as modified by the court has been accepted in its 
final form by holders of more than three-fourths of all affected claims and at least 
three-fifths of each class;53 

. That the corporation and the plan meet the requirements which the commission 
has already found that they do meet and in addition that the plan is fair and 
equitable as an adjustment, affords due recognition to the rights of each class of 
creditors and stockholders, gives fair consideration to each class thereof adversely 
affected and will conform to the law of the land regarding the participation of 
various classes of creditors and stockholders;s4 

. That all corporate action required to authorize the issuance or modification of 
securities contemplated by the plan has been taken;s5 

. That the petitioner has not done any act or failed to perform any duty as a result 
of which it would be barred from discharge as a bankrupt; and 

. That, after hearings on the matter, all considerations paid or to be paid by or for 
the petitioner in connection with the proceedings and the plan are reasonable or will 
be determined by the court to be reasonable before paid;s7 


the court is to file an opinion setting forth these findings and enter a 


decree approving and confirming the plan which decree shall bind all 
creditors of the petitioner whether or not they have approved the plan.* 
The only exception to the binding effect of the plan is with respect to 
owners of equipment leased or conditionally sold to the railroad.’® This 
decree binding all parties to the so-called “voluntary” or management 
plan is, of course, the goal of the entire proceedings. 

In connection with the findings required by clause (3) above, relating 
to the plan and the corporation, the act assumes the same attitude of 
piety adopted in connection with the commission’s similar findings and 
provides: 

That in making the findings required by this clause (3), the court shall scrutinize 
the facts independently of the extent of acceptances of such plan, and of any lack of 
opposition thereto, and of the fact that the Commission, under section 20a of the 
Interstate Commerce Act, has authorized the issuance or modification of securities as 
proposed by such plan, and of the fact that the Commission has made such or similar 


60 


# § 725 (1). 85 § 725 (4). # § 725. 
53 § 725 (2). 56 § 725 (5). 5 Thid. 
54 § 725 (3). 57 § 725 (6). 6 § 725 (3). 
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This provision like the earlier one relating to the commission findings* 
is a result of the deliberations of Senate and House conferees and was not 
in the act as it originally passed either house. It discloses most strikingly 
the conferees’ perception of some of the basic procedural deficiencies. 

A brief glance at the court’s position will lead almost inevitably to the 
conclusion that it is likely to have no more effect upon the management 
plan than has the commission. The court has before it a plan accepted 
by holders of more than seventy-five per cent of the interested claims and 
by at least sixty per cent of each class.” In addition this plan has been 
approved with findings, though with disclaimers also perhaps, by the 
Interstate Commerce Commission, an agency with a large staff of railroad 
experts. Finally, and this is of great practical significance, much time and 
considerable money has been spent to bring the plan to the final stage of 
the procedure.®* The fait accompli is complete. 

With respect to this plan the court apparently has two alternatives: 
(1) to approve it as submitted or (2) to determine after necessarily difficult 
analyses what changes, if any, are desirable and to amend the plan in line 
with these determinations. The latter, in addition to the complicated 
study necessary to reach the determination will, if any material change 
is made, involve a repetition of virtually all the work already done and 
will require resolicitation of all affected creditors and resubmission to the 
commission. This will probably nearly double the cost to the railroad. 

That these considerations do, as they inevitably must, weigh heavily in 
a court’s consideration of a plan is apparent from an examination of Judge 
Chesnut’s opinion in the B. & O. proceedings. Objection was raised in the 
proceedings by a security holder who is also a railroad economist, that 
the plan did not satisfy the provision of the Chandler Act requiring that 
“St is not likely to be followed by the insolvency of said corporation, or by 
need of financial reorganization or adjustment’ because it made no pro- 
vision for 1944 principal maturities totaling approximately $1 23,000,000. 
After a general discussion of the objection, in the course of which it agreed 
that meeting these maturities from excess earnings was most improbable 

61 § 710. 


2 Cf. § 77 (e) of the Bankruptcy Act, 11 U.S.C.A. § 207 (e) (1937), § 174 of Chapter X of 
the Bankruptcy Act, 52 Stat. 891 (1938), 11 U.S.C.A. §.574 (Supp. 1938), both of which 
provide for court approval of the plan before presentation to and acceptance by security 
holders. 

63 Up to July 1, 1939, the B. & O. had incurred about $600,000 of expenses in connection 
with its plan. Inasmuch as substantial fees and expenses have been incurred since that date, 
it is not unreasonable to assume that the aggregate cost will exceed $1,000,000. See In re 
B. & O. R. Co., 29 F. Supp. 608 (Md. 1939). 


** § 710 (2) (c) (ii). See also § 725 (3). 
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but finally concluded that refunding at that time might be possible, the 
court said: 

In any event, as pointed out by the Interstate Commerce Commission, the in- 
evitable alternative is reorganization under the Bankruptcy Act which, as has been 
pointed out, is highly undesirable in the interests of all classes of security holders. It is 
suggested that the plan might be modified, but modification in this respect would re- 
quire re-submission to stockholders at very great additional expense and with uncer- 
tainty as to result. The suggested modification does not seem to us sufficiently definite 
and practicable to justify this expense and possible jeopardy of the plan.®s 

Without delving too deeply into the substance of the B. & O. plan, the 
objection in question is a basic one. That the B. & O. with no substantial 
unpledged or unmortgaged assets will be able to meet these maturities, to 
say nothing of the maturity in 1948 of $157,000,000 principal amount of 
first mortgage bonds, is open to very serious question. Yet the plan was 
approved as submitted by a court composed of three of the ablest mem- 
bers of the federal judiciary, Circuit Judge Parker and District Judges 
Chesnut and Dobie. 

While the B. & O. plan is the only one which has so far proceeded to 
completion, in view of the character of the procedure set up by Chapter 
XV the result will apparently be the same with respect to other plans.® 
In addition to the specific provisions heretofore discussed which lead to 
that conclusion, the general tone of the entire statute leaves an indelible 
impression that its authors contemplated a speedy passage for the plan 
through commission and court with no alterations by either. 

Without in the least disparaging either the commission or any three- 
judge court which might be selected, it seems highly unlikely that any 
Chapter XV plan involving a substantial number of creditors will be 
amended materially or rejected by either of them. The commission ap- 
parently has not the authority to amend and is not likely, as the previous 
discussion has indicated, to reject any plan presented to it. The court, on 
the other hand, has at best a doubtful authority to reject the plan, and for 
what appear to be overwhelming reasons is not likely either to attempt to 
reject it or to amend it materially. 


6s In re B. & O. R. Co., 29 F. Supp. 608 (Md. 1939). 

® The Securities and Exchange Commission in its report to the Senate Committee on 
Interstate Commerce (Hearings, op. cit. supra note 4, at 61) concludes: “In substance, the 
effect of the bill appears to be to limit the courts to approving and confirming so-called ‘volun- 
tary’ or management plans.” 

%s Subsequently to the preparation of this material, the commission, on December 4, 1939, 
handed down its first opinion on a Chapter XV plan since the enactment of the Chapter, the 
plan being that of the Montana, Wyoming & Southern Railroad Co., op. cit. supra note s. 
As anticipated herein, the plan was approved in the form presented although Commissigners 
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THE PLAN 

In the foregoing discussion emphasis has been placed primarily on the 
procedure through which the plan will pass and very little has been said 
about the probable character of the typical Chapter XV plan. This is an 
equally important consideration, for unless these plans are likely to re- 
quire amendment, the procedural weaknesses of the act are of little conse- 
quence. 

While, of course, the capital structure of each road will govern the de- 
tails of each plan, certain general characteristics may be pointed out 
which will be present in most Chapter XV plans. 

First, it is most unlikely that any Chapter XV plan will affect stock 
interests. This is true for several reasons. As pointed out earlier, the 
statute makes no provision for effecting a plan involving stockholders.” 
Further, it is apparently contemplated that the plan will always be pro- 
mulgated by the management, and it will be in the best interests of the 
stockholders whom the management represents that no plan adversely 
affecting stock interests be presented. In addition, because stockholders 
have no present claim for anything which can be deferred or compro- 
mised, it will be difficult to present a plan touching stock interests unless 
it not only affects them adversely but does so without any present induce- 
ment for their agreement tg;the adverse treatment. Any such plan, of 
course, would probably nevér receive the requisite number of assents. 


Mahaffie and Eastman dissented. A revealing segment of the majority opinion reads: 
“.... The alternative to putting into effect the proposed plan is either receivership or bank- 
ruptcy. The plan of adjustment has been accepted by the holders of more than three-fourths 
of the aggregate amount of bonds affected by the plan, this being the only class of securities 
involved. We have scrutinized the facts relative to this application independently of the extent 
of the acceptance of such plan by the bondholders, and of the lack of any opposition thereto, 
and conclude that on the record here before us the authorization sought should be granted.” 
This was followed by the findings required of the commission under Chapter XV. The dissent- 
ing commissioners, on the other hand, stated that the record did not justify a finding that the 
applicant’s inability to meet its debts may reasonably be expected to be temporary only, or 
one that the plan is in the best interest of each class of creditors and stockholders. Supporting 
their first conclusion, they pointed out that the plan itself provides that the two per cent of 
the interest contingent on earnings is not to be cumulative. A clear implication from this is 
that the company does not expect to earn in the future the full five per cent which the bonds 
now carry. In support of their second conclusion, they cite the Los Angeles Lumber Co. case 
discussed later herein and conclude that the plan does not meet the standards of a “fair and 
equitable” plan asserted in that case. 


$7 See §§ 706, 710 (1), (3), and 725 (2). 
68 See §§ 710, 725 (6). Asa practical matter no one but the management will be in a position 
to undertake the expense of the preparation and presentation of a plan. 


6° This was the element to which Judge Chesnut referred in overruling the objection to the 
B. & O. plan previously referred to, on the ground that acceptance of the objection would 
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For these statutory and practical reasons, the plan will almost certainly 
be one in which stock interests are unaffected. In the four plans now in 
various stages of Chapter XV proceedings neither the interests of stock- 
holders nor those of unsecured creditors are directly modified in any way. 

Second, since the whole purpose of the plan is to avoid receivership or 
Section 77 proceedings, it will be necessary to provide for a substantial 
immediate reduction in fixed charges and for a postponement of impend- 
ing principal maturities. In order to obtain the necessary acceptance of 
the plan, however, these reductions and postponements must either be 
temporary only or be balanced by some present inducement as, for ex- 
ample, a present cash payment. This means that Chapter XV plans are 
likely to follow one of two patterns. Either they will provide for com- 
plete or partial deferments with no substantial over-all or permanent re- 
duction in principal and interest, or they will offer some present induce- 
ment for the reductions proposed. 

The B. & O. plan illustrates the first type. It contains provision for 
both partial and complete deferments. Portions of interest on some issues 
will be fixed charges and paid currently while the unpaid portions of the 
interest made contingent will not be wiped out but merely deferred. In 
addition, some principal maturities are completely deferred. In present- 
ing this plan to security holders it was strongly urged that, with one 
exception, it would not reduce their total claims and that therefore they 
would lose nothing by it in the long run. Added to this was the threat 
that if the plan were not accepted, the road would go into Section 77 pro- 
ceedings, and ‘“‘that such proceedings would be long and expensive, with 
resulting confusion and losses to security holders, and might result in a 
total suspension of all interest payments for an indefinite period.’’”° 

Other plans involving mainly principal and interest deferments are 
those of the Lehigh Valley Railroad Co.” and the Chicago, Memphis & 
Gulf Railroad Co., a leased line of the Illinois Central Railroad Co.” 


require submission of the modified plan to stockholders which would involve “uncertainty as 


to result” and “possible jeopardy of the plan.” See In re B. & O. R. Co., 29 F. Supp. 608 
(Md. 1939). 


7 Plan of the B. & O. R. Co., dated August 15, 1938, ICC Finance Docket No. 12150. The 
material sent to security holders is also reproduced in Hearings, op. cit. supra note 4, at 117 
et seq. 

™ Dated August 25, 1938, ICC Finance Docket No. 12283. See also Moody’s Manual of 
Investments, Railroad Securities 1672 (1939). 

™ ICC Finance Docket No. 12663. The plan provides for extension of all the $735,000 of 
first mortgage bonds of the road until December 31, 1962, which is the date the lease to the 
Illinois Central expires, and for the reduction of the interest on the bonds from 5% to 3%. This 
plan is particularly interesting because it provides for a permanent reduction in interest with- 
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The other and more attractive possibility which will be available to a 
limited number of roads only, however, is that of affecting a permanent 
reduction of either principal or interest or both by offering a present cash 
inducement. Such a plan has been promulgated by the Montana, Wyo- 
ming & Southern Railroad Co.” It proposes to meet the 1939 maturity of 
its only bond issue by paying bondholders $150 in cash per $1,000 bond 
and extending the balance of $850 to 1949 with interest reduced from five 
per cent fixed to three per cent fixed and two per cent contingent. This 
will meet the principal maturity crisis and will reduce the fixed interest 
on the $457,000 of bonds now outstanding from $22,850 to $11,653 or 
almost half, as well as reducing the principal amount of bonds outstanding 
to $388,450. 

A somewhat similar plan for the Boston and Maine Railroad Co. formu- 
lated with the assistance of the Reconstruction Finance Corporation was 
disclosed on November 9, 1939.74 Under it holders of the outstanding 
$103,833,000 of bonds bearing interest at from three per cent to five per 
cent and maturing at intervals from February 2, 1940 to September 1, 
1967, all of which are issued under the Boston and Maine’s sole mortgage 
will be asked to accept in exchange for their bonds new thirty-year four 
per cent income bonds for fifty per cent of their holdings and for the fifty 
per cent balance either cash or new twenty-year four per cent first mort- 
gage bonds. Cash in an amount not to exceed $26,000,000 will be fur- 
nished by the RFC which will take up to $40,750,000 of twenty-year first 
mortgage bonds as security for $14,750,000 of presently outstanding RFC 
loans plus such portion of the $26,000,000 as is required. This plan, too, 
will both solve the problem of impending principal maturities and reduce 
interest charges, in this case, fixed interest, by almost $3,000,000 per year 
and total fixed and contingent interest by almost $1,000,000."5 

That the second type of plan, i.e., one involving a substantial and 
permanent reduction of either principal or interest or both, is limited to a 
comparatively small number of roads is apparent. Both of the roads 


out offering any present benefit. Apparently its sponsors believe that the present level of 
interest rates generally and the undesirability of foreclosure proceedings will be sufficient 
inducement to bring in the required assents. 

73 ICC Finance Docket No. 12517. 

74 See Moody’s Railroad Service 1295 (1939). 

78 While no specific mention of Chapter XV has been made in connection with the Boston 
& Maine plan, unless the creditors accept it unanimously or § 77 proceedings are initiated, the 
only way such plan can be made binding on all holders of the affected bonds is Chapter XV. 
Unless all holders are bound to the plan it will be necessary to purchase the bonds of “hold- 
outs” at a price far in excess of present market prices or continue to have outstanding small 
portions of a variety of issues bearing varying rates of interests and with varying maturities. 
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presently sponsoring such plans have single mortgages.” In this respect 
the Boston & Maine is unique among Class I railroads. In addition both 
roads either have cash or are in a position to obtain cash to be offered as 
a present inducement for accepting the reductions. The absence of either 
of the aforementioned factors greatly complicates devising a Chapter XV 
plan providing for substantial interest or principal reductions. 

Another element of prime importance in considering the probable char- 
acter of Chapter XV plans is what is familiarly known as the doctrine of 
the Boyd case.” Briefly stated that doctrine is “that stockholders cannot 
obtain through the medium of a reorganization anything of value except 
in subordination to the rights of creditors.”’* Whether the absolute 
priority rule of the Boyd case or a standard based on so-called composition 
principles governed the character of plans under Sections 77, 77B and, 
more recently, Chapter X of the Bankruptcy Act has heretofore been an 
unsettled question.’ 

In the present term of the Supreme Court, however, that question has 
been determined. The Court, by Mr. Justice Douglas, has held that a 
plan of reorganization of a debtor clearly insolvent in both the equity and 
bankruptcy senses and with assets admittedly worth less than twenty-five 
per cent of the claims of bondholders is not “fair and equitable” within the 
language of Section 77B (f) of the Bankruptcy Act® if the plan allocates 
an interest in the securities of the reorganized corporation to stockholders 
of the insolvent one.** That holders of 92.81 per cent of the face amount 
of the bonds had assented to the plan as well as holders of 99.75 per cent 
of the Class A stock, and ninety per cent of the Class B stock was held 
to be immaterial for, in the language of the Court, “the fact that the vast 
majority of the security holders have approved the plan is not the test of 
whether the plan is a fair and equitable one.” 

While the corporation involved in the Los Angeles case was admittedly 
insolvent in both the equity and the bankruptcy sense, the Court in 


76 See Moody’s Manual of Investments, Railroads Securities 61, 515 (1939). 

77 Northern Pac. R. Co. v. Boyd, 228 U.S. 482 (1913). The Boyd case merely reaffirmed 
principles enunciated in both Chicago R. I. & Pac. R. Co. v. Howard, 74 U.S. 392 (1868) and 
Louisville Trust Co. v. Louisville, New Albany & Chicago R. Co., 174 U.S. 674 (1899). 

7 McCutcheon, An Examination of Devices Employed to Obviate the Embarrassments to 
Reorganizations Created by the Boyd Case, 8 Some Legal Phases of Corporate Financing 
Reorganization and Regulation 35 (1931). 

19 See Levi, Corporate Reorganization and a Ministry of Justice, 23 Minn. L. Rev. 3 (1938) 
and Spaeth & Winks, The Boyd Case and Section 77, 32 Ill. L. Rev. 769 (1938). 

11 U.S.C.A. § 207 (f) (1937). 

§ Case et al. v. Los Angeles Lumber Products Co., 60 S. Ct. 1 (1939). 

* Thid., at 7. 
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adopting the sweeping language of the earlier full or absolute priority 
cases* made it quite clear that the rule was applicable regardless of the 
precise financial condition of the corporation involved. 

Inasmuch as Section 77 (e),*4 Section 221 of Chapter X,*5 and Section 
366 of Chapter XI,* of the Bankruptcy Act all apply the same standard of 
“fair and equitable,” the decision means that reorganization plans under 
these sections henceforth must recognize that “to the extent of their debts 
creditors are entitled to priority over stockholders against all the property 
of an insolvent corporation”’®?’ and must accord “the creditor his full right 
of priority against the corporate assets.””** Section 472 of Chapter XII* 
and Section 656 of Chapter XIII,° which also apply the “fair and equi- 
table” standard, are, by analogy, also subject to the doctrine of the de- 
cision. 

The effect of the Boyd and Los Angeles cases on Chapter XV plans 
presents an interesting question. In this connection it is first to be noted 
that while the other statutes referred to employ the words “fair and 
equitable,”’** Chapter XV requires that the plan be “fair and equitable as 
an adjustment.”*? Any implication that Congress intended by the altered 
language to make the doctrine of the priority cases inapplicable, however, 
would appear to be negatived by the subsequent provision that the plan 
is to be approved only if it “affords due recognition to the rights of each 
class of creditors and stockholders and fair consideration to each class 


thereof adversely affected, and will conform to the law of the land regard- 
ing the participation of the various classes of creditors and stockhold- 
ers.”*3 In addition, both Senate and House Committee reports on the 
bill specifically state that the principles of the Boyd case apply and the 
Senate report in explaining why the words “as an adjustment” were 


83 See Chicago R.I. & Pac. R. Co. v. Howard, 74 U.S. 392 (1868); Louisville Trust Co. v. 
Louisville, New Albany & Chicago R. Co., 174 U.S. 674 (189); Northern Pac. R. Co. v. Boyd, 
228 U.S. 482 (1913); Kansas City Terminal R. Co. v. Central Union Trust Co., 271 U.S. 445 
(1926). 

8411 U.S.C.A. § 205 (e) (1937). 

8s 52 Stat. 885 (1938), 11 U.S.C.A. § 521 (Supp. 1938). 

86 52 Stat. 911 (1938), 11 U.S.C.A. § 766 (Supp. 1938). 

87 Kansas City Terminal R. Co. v. Central Union Trust Co., 271 U.S. 445, 455 (1926). 

88 Thid., at 456. 

8 52 Stat. 923 (1938), 11 U.S.C.A. § 872 (Supp. 1938). 

9 52 Stat. 935 (1938), 11 U.S.C.A. § 1056 (Supp. 1938). 

9 Notes 84-6, 89, and go supra. % § 725 (3). 93 Tbid. 

94S. - 489, 76th Cong. rst Sess., at 7 (1939), and H.R. Rep. 358, 76th Cong. 1st Sess., 
at 3 (1939). 
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added expressly negatives any implication that they were added to make 
the Boyd case inapplicable. 

Assuming, then, that the principles of the Boyd and Los Angeles cases 
are applicable, what constitutes a “fair” Chapter XV plan within those 
principles? It would seem quite clear that a plan which reduced interest 
or principal claims of secured creditors without any present compensation 
therefor and did not touch the interests of unsecured creditors or stock- 
holders would not be a fair plan. This was the conclusion of the legisla- 
tive committee of the Interstate Commerce Commission expressed in the 
letter from its Chairman, Commissioner Eastman, to Congressman 
Sumners.*%° 

A closer question arises in connection with the deferment plans. 
Whether extending principal maturities of secured creditors and making 
the payment of their interest contingent on earnings, while not altering 
the rights of unsecured creditors or stockholders, is according to secured 
creditors that priority required by the Boyd and Los Angeles cases 
is open to serious doubt. The commission, in the letter previously 
referred to, expressed the opinion that deferment plans were the only 
type which a court could approve under Chapter XV, thus implying that 
such plans would satisfy the rule of the strict priority cases.°’ This state- 
ment was made, it should be noted, prior to the decision in the Los Angeles 
case which so vigorously affirms the principles of the Boyd case.%* 

An open question too is whether the cash-reduction-deferment plans 
are adequate under the priority rule. If the plans providing no present 
payment meet the requirements, those providing for part payment of 
principal and deferment of the balance certainly should. As an indication 
of how little creditors are really receiving even in these most favorable 
plans, however, it is necessary only to compare the orthodox contract 
principle under which part payment in cash is no consideration for the 
extension of a matured claim.% 

If the Supreme Court should decide that neither straight deferment 
nor cash-reduction-deferment plans which leave unaltered the interests 
of unsecured creditors or stockholders meet the standards of the priority 
rule, Chapter XV in its present form would as a practical matter be a 


95 Thid. 


96 Hearings, op. cit. supra note 21, at 83. In the light of this conclusion cf. the plan of the 
Chicago, Memphis & Gulf R. Co. outlined in note 72 supra. 

97 Ibid. 

9 Case et al. v. Los Angeles Lumber Products Co., 60 S. Ct. 1 (1939). 

% See 1 Williston, Contracts § 120 (rev. ed. 1936). 
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nullity. The legal and practical limitations would make it virtually im- 
possible to put through any plan under its provisions. 

Since, however, in addition to the commission’s abstract opinion, a 
three-judge court has found that one plan involving principally defer- 
ments satisfies the requirements of the Boyd case,"°° we may assume that 
until an adverse Supreme Court decision on the subject, deferment plans 
will continue to be proposed. 


MISCELLANEOUS PROVISIONS 


In addition to the basic provisions of the act heretofore discussed, there 
are a number of additional provisions which deserve comment. 

The first of these is the provision that “nothing herein contained shall 
be construed to authorize the court to appoint any trustee or receiver for 
said properties or any part thereof, or otherwise take possession of such 
properties or control the operation or administration thereof.’”** This pro- 
vision is in direct contrast with the recent trend in reorganization legisla- 
tion toward strengthening the jurisdiction of the court and requiring 
competent and disinterested trustees.** If no trustee is appointed there 
necessarily will be no investigation into the past acts of the management 
which in some instances may be directly responsible for the insolvent 
condition of the corporation. Prohibition of the court’s appointing a 
trustee or taking any control of or administering the property strengthens 
the conclusion that the court’s function is intended to be limited to ap- 
proving the management plan as presented. 

Another indication of the non-stop character of the Chapter XV pro- 
ceeding is that it apparently contemplates no organization of affected 
security holders into independent committees. This conclusion is ap- 
parent first, because in sharp contrast to other recent reorganization 
legislation,’*? no provisions with respect to such committees are included, 
and second, because the provision controlling the payment of fees relates 
only to “amounts or consideration, directly or indirectly paid or to be 


100 In re B & O. R. Co., 29 F. Supp. 608 (Md. 1939), cert. den. by the Supreme Court 
January 29, 1940. The petitioner’s brief surprisingly did not question the fairness of the 
B. & O. plan, however, so the denial of the petition casts little light on what constitutes 
a “fair” Chapter XV plan. 


rt § 715. 


12 Cf. § 77 (c) of the Bankruptcy Act, 11 U.S.C.A. § 205 (c) (1937) which requires the 
appointment of a trustee, and §§ 111-21, 156-8 of Chapter X, 11 U.S.C.A. §§ 511-21, 556-8 
(Supp. 1938) requiring the appointment of one or more disinterested trustees in all corporate 
reorganizations involving liabilities in excess of $250,000. 


*°3 Cf. §§ 209-13 of Chapter X, 52 Stat. 895 (1938), 11 U.S,C.A. §§ 609-13 (Supp. 1938). 
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paid by or for the petitioner for expenses, etc.”*** If there is no possibility 
of compensation there will, as a practical matter, be no effective inde- 
pendent committees. While the history of protective committees has 
been unfortunate in many respects,"*s the solution of that problem is not 
their abolition but rather better regulation of their activities,’ for it is 
certainly not desirable that the management monopolize security repre- 
sentation in reorganization proceedings. 

A provision important to the carrying out of the fait accompli procedure 
is that requiring the railroad during the proceedings before the court to 
make the reduced interest payments contemplated by the plan.**? From 
the point of view of the creditor whose acceptance of the plan is solicited, 
the plan may as well be consummated so far as the interest he receives is 
concerned. Further, he is told that in all likelihood, unless he accepts the 
plan, he may receive no payments for a considerable length of time. So 
he accepts and thereby facilitates the fait accompli. 


CONCLUSIONS 


Now, granting that the conclusions heretofore reached are correct and 
that Chapter XV plans by and large will be moratoria plans over which 
neither the Interstate Commerce Commission nor the court will have any 
effective jurisdiction, it may be asked what harm other perhaps than that 
resulting from inequities in the degrees of deferment as between various 
classes of creditors, can result from plans which do not permanently re- 
duce creditors’ claims in any way. It is obvious that the answer to this 
question will vary between different railroads. The present condition and 
future prospects of the roads vary widely. It will be impracticable.at 
this time to attempt any individual analysis of the possible application 
of Chapter XV to any one railroad. It is practicable, however, to ex- 
amine briefly the position of the railroad industry as a whole and its 
probable future. 

Implicit in the desirability of a moratorium statute is the assumption 
that the obligation due is not an overburdening one and that the inability 
to meet it is the result of an extraordinary business situation. Moratoria 


104 § 725 (6) (italics added). 

15 See Securities and Exchange Commission Reports on the Study and Investigation of 
the Work, Activities, Personnel, and Functions of Protective and Reorganization Committees, 
especially pts. I and II (1936-8). 

'°6 This is the conclusion reached by the Securities and Exchange Commission (Pt. II ibid., 
at 528 et seq.) and is reflected in the provisions of Chapter X (§§ 209-13, 11 U.S.C.A. §§ 609-13 
(Supp. 1938)) relating to such committees. 

107 § 728. 
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legislation is justifiable only if the payments extended could reasonably be 
made under normal conditions. 

What, then, is the present condition of the railroads and what are their 
future prospects? In April of this year, 109 roads operating almost 78,000 
miles, representing nearly one-third of the country’s mileage and having 
outstanding almost the same percentage of the unmatured funded rail- 
road debt were in receivership or reorganization.’ Another third of the 
roads are marginal producers in such weakened condition that they con- 
tinually have difficulty meeting their fixed charges and probably could 
not survive prolonged depression conditions.**? The remaining third of the 
roads are in reasonably strong financial condition. 

Since under the act, carriers now in the custody of the courts or which 
have been in receivership or Section 77 proceedings within the past ten 
years are prohibited from proposing plans,"° Chapter XV will be ap- 
plicable principally to the marginal companies comprising the middle 
third of the roads. 

Many of these roads, in an effort to cut transportation expenses, have 
reduced operating staffs to a minimum and have deferred maintenance 
to a maximum. In February, 1938, only about half as many persons 
were on the railroad pay rolls as there were in 1923-5. The so-called 
“Committee of Three” Interstate Commerce Commissioners estimated in 
the spring of 1938 that, on a volume of traffic comparable to that of 1937, 
the railroads had deferred maintenance of not less than a half billion dol- 
lars.** In addition much of the equipment is old, e.g. 74.1 per cent of all 
freight locomotives in use as of December 31, 1937, were at least seventeen 
years old."* The replacement of old rail and equipment would make for 
reduced operating costs and increased efficiency. 

This, then, is the present condition of the borderline carriers. The roads 
comprising this group, which include approximately twenty-one carriers, 
have been unable in almost half the years from 1930-7 to meet their fixed 
charges and of the least successful ten, an average of less than four each 
year have met these charges. Even in 1937, the best railroad year since 
1930, Only three of the ten earned fixed charges and the most successful 
of the three did so by only 1.11 per cent." As one railroad observer has 


108 See Clay, op. cit. supra note 3, at 4; Moody’s Manual, op. cit. supra note 71, at a3. 
109 Thid. 1° § 710. 

1 H. Doc. 583, 75th Cong. 3d Sess., at 28 (1938). 

+12 Clay, op. cit. supra note 3, at s. 


*t3 See The Rehabilitation of Railroad Credit, Railway Business Ass’n Series 1939, No. 7, 
at 27 (Table No. 4). 
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well said, “The railroads not only need more business—they need relief 
from archaic capital structures.”""* The recent history of the intermediate 
group for whose use, according to its sponsors Chapter XV was intended,"* 
is not encouraging. What is likely to be the future of this group if no 
permanent reductions in funded debt or fixed charges are made but present 
maturities are merely deferred? 

The earnings prospects of the marginal carriers, in the absence of unique §*) 
considerations applicable to individual roads, can be no better than thaws 
of the industry as a whole™® and those of the industry as a whole do not 
appear very bright. The revenue trends of the entire industry since 1899 
are revealing. They show that from 1899 through 1920 railroad tonnage 
and revenues advanced at a faster rate than business activity generally."’ 
While total tonnage continued to grow larger from 1920 to 1929, it did so 
at a lower rate than that of general business expansion. The railroads 
were not holding their own though the generally prosperous business 
conditions existing from 1923-9 served to obscure this fact."* 

This decline of railroad tonnage and revenue in relation to industrial 
production has continued to the present time. In 1937, the best railroad 
year since 1930, though the Federal Reserve Board Index of Industrial 
Production averaged 110 as against 111 for 1928, railroad freight tonnage 
was 21.1 per cent and freight revenue 28.2 per cent below 1928. Total 
revenues, incidentally, were 31.9 per cent below 1928." 

While an improvement in business conditions generally will, of course, 
be reflected in improved railroad operations it is doubtful whether the 
relative position of the railroads will improve. Unless the use of trucks, 
buses, motor cars, airplanes, pipe-lines, inland water carriers and high 
tension transmission lines decreases, though all indications are the other 
way, railroad passenger and freight traffic will continue for some time to 


™4 Clay, op. cit. supra note 3, at 5s. 

™s See Hearings, op. cit. supra note 21, at 23. 

"6 As a matter of fact, since the fixed charges per dollar of revenue of these carriers average 
from 14% to 31% more than those of the financially strong carriers, the prospects of the 
marginal carriers may possibly be worse than those of the industry as a whole. See op. cit. 
supra note 113, at 6 (Table I). 

17 In 1899, railroads as a whole originated 13.4 tons of freight and had revenues of $24.40 
per unit of industrial production. By 1920 these figures had increased to 16.5 tons and $53.45 
respectively, the greater rise in revenues being due to sharply higher freight rates. See Moody’s 
Manual, op. cit. supra note 71, at a3. 

«18 Fora more detailed discussion of these trends see Moody’s Manual, op. cit. supra note 71, 
at a3 et seq. 

19 Moody’s Manual, op. cit. supra note 71, at a4. There are also listed on p. a4 nine of the 
principal reasons for the relative decline of the railroads. 
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decline in relation to business activity generally. A declining industry is 
not likely to benefit by a moratorium. Until the railroads reach a more 
stable level of operations, it is desirable that their fixed charges be re- 
duced as much as possible. While the intermediate group of roads are not 
over-capitalized if we look only to the cost or reproduction value of their 
property, it is quite apparent that looking at the earning capacity of these 
roads, they are over-capitalized.’° 

Deferment of charges of these roads is no real favor to their creditors, 
for, as has been previously pointed out, they operate less efficiently and 
earn less per dollar of revenue. Much of this operating inefficiency is the 
result of insufficient or inadequate equipment, old light rail, winding 
road-beds, and manifold grade crossings, all of which slow down traffic 
and require excessive maintenance. Still another cause of inefficient 
operation is antiquated shop facilities. All these are drains on revenues 
which the straitened financial conditions of many of the roads makes it 
difficult to overcome. Further, the constant contest to meet over-burden- 
ing charges tends always to induce deferment of desirable maintenance 
with resulting depreciation of the property. These considerations, coupled 
with the declining condition of the industry generally, make it unlikely 
indeed that any of the marginal carriers will find deferments of principal 
and interest maturities without permanent reductions therein of any 
real benefit. 

Because there may be a few carriers who will be able to effect necessary 
reductions without the lengthy proceedings now characteristic of Section 
77 reorganizations or equity receiverships, it may be desirable to provide 
some machinery for carrying out such plans. For reasons discussed earlier, 
the number of these roads will be small, so small in fact that it is open to 
question whether any real need for such machinery exists. If such a 
method is to be provided, however, certain important safe-guards not 
present in Chapter XV must also be provided. First, the procedure 
should be removed from under the influences attendant upon a fail 
accompli. One necessary step in this direction would be to require com- 
mission and court consideration of the plan before any solicitation of 
assents thereto. 

Further, no plan should be acceptable which does not provide for 
substantial reductions of both principal and interest maturities. In addi- 
tion, the commission, as well as the court, should be required to pass on 
the fairness of the plan. While other desirable provisions will be apparent 


+20 See Clay, op. cit. supra note 3, at 42 et seq.; note 113 supra. 
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from the observations heretofore made concerning other provisions of 
Chapter XV, these are essential. 

In reflecting upon these necessary and desirable provisions, one is 
struck by the fact that all but one are now included in Section 77™ and 
that with comparatively moderate amendment that section might be 
made to serve most admirably. 

Whatever the form of the alteration, however, Chapter XV in jts pres- 
ent form should not be continued, for, rather than assisting the border- 
line carriers and the railroads generally, it will result in the accumulation 
of an insurmountable debt burden which will make the ultimate read- 
justment the more painful.™* A marginal operator in a declining industry 
is best served, not by deferment of fixed charges and principal maturities, 
but by their reduction or elimination. 

121 § 77 does not now require that a plan provide for a reduction of fixed charges and 
maturities. 

1 In the words of Chairman Eastman of the ICC: “such a plan only defers the evil day 
and makes it worse when it finally arrives.” Hearings, op. cit. supra note 21, at 83. 





THE REGULATION OF THE SOLICITATION 
OF PROXIES: SOME REFLECTIONS ON 
CORPORATE DEMOCRACY 


SHELDON E. BERNSTEIN* AND Henry G. Fiscuert 


HE Securities and Exchange Commission has recently amended 

its regulations concerning the solicitation of proxies.’ It is the 

purpose of this article to discuss some of the more important 

aspects of these regulations and the effect of certain amendments. But, in 

order better to understand the aims and purpose of statutory and ad- 

ministrative regulations of the solicitation of proxies, one should appre- 

ciate the separation of management and ownership in the modern cor- 
poration.” 

Prior to the adoption of Section 14 of the Securities Exchange Act of 
1934, the solicitation of proxies was controlled, or it might be better de- 
scribed as uncontrolled, by appropriate state law. State statutes and de- 
cisions with regard to the furnishing of adequate information and the 
limitation of authorizations requested in such solicitation, where not com- 
pletely absent, were vague and doubtful. The general practice was one 
of the solicitation of unlimited discretionary authorizations, sometimes to 
be good for a period of years. 

It must be assumed that state statutes providing for stockholders’ 
meetings were designed to allow stockholders to act in concert with other 
stockholders on matters which under corporate law were placed in their 
control. As corporations grew ownership became more dispersed ; “‘democ- 
racy under a tree” became impossible; and the function of stockholders’ 

* Attorney, Securities and Exchange Commission. 


t Attorney, Securities and Exchange Commission; Lecturer in Law, Catholic University of 
America. 

This article represents the opinion of the authors, and is not to be construed in any manner 
as an expression of the Securities and Exchange Commission. 


* The amendments took effect February 15, 1940. A discussion of the amendments may 
be found in Sec. Ex. Act Rel. 2376 (1940). 


The words “proxy” or “‘proxies’”’ will be used throughout this article generally to include 
proxies, consents, and authorizations, except as otherwise indicated in the text. 

* For able expositions of this separation, see Berle and Means, The Modern Corporation and 
Private Property (1932); SEC, Report on Work, Activities, Personnel, and Functions of Pro- 
tective and Reorganization Committees, pt. VII (1938). 

3 See Regulation of Proxy Solicitation by the SEC, 33 Ill. L. Rev. 914 (1939). 
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meetings became more difficult to achieve. It is generally recognized that 
in the larger corporations the stockholders’ meeting is now only a neces- 
sary formality; that stockholder expression can only be had by the statu- 
tory device of proxy. As a result, within limitations, realistically the 
solicitation of proxies is today the stockholders’ meeting. 

Berle and Means in discussing the relation of control and ownership in 
modern corporations state that: 

Where “control” is in the hands of the Board of Directors because stock is widely 
dispersed, and because the Directors are able to control the sending out of proxies year 
by year, it is evident that the relationship is still more subtle. On the one hand, the 
Directors are bound to use their powers as fiduciaries for the stockholders—this, in 
their quality as Directors. On the other hand, the proxies for the shareholders will 
cast the stockholder’s vote at the meeting, as agents for the shareholders (a proxy is 
merely a power of attorney after all), and in this process they are acting for the share- 
holders. Since the proxy or agent is in legal theory a representative of the shareholder, 
while in fact he is an individual under the domination of the Board of Directors, there 
is almost inevitably a division of interest. Legally, the proxy is an agent for the share- 
holder and necessarily under a duty of fidelity to him. Factually, he is a dummy 
for the management, and is expected to do as he is told. Indeed, proxies are often 
clerks in the management, perhaps assisted by the company’s attorney. The vote 
when mobilized really represents the will of the Directors.‘ 


It thus became increasingly evident prior to the adoption of the Secu- 
rities Exchange Act that the management of the modern corporation had 
made of the proxy machinery a self-perpetuation and a self-approval de- 
vice creating what might be described as an “illiterate’’ corporate owner- 
ship; that the use of the proxy machinery was deemed a privilege to be 
exercised at the expense of the corporation solely by its managers.’ In 
this corporate drama the corporate meeting and the proxy device did not 
play the role purportedly cast for them by state statutes. 

It became apparent that the proxy machinery could not replace the 
stockholders’ meeting as a device by which control would be exercised by 
the stockholders unless the stockholders were afforded reasonable dis- 
closure of the subject matter to be acted on at stockholders’ meetings and 
reasonable opportunity for individual expression. 

To meet these needs Congress enacted Section 14 of the Securities Ex- 
change Act of 1934.° The views of the draftsmen of this section may be 
drawn from a committee report stating: 

In order that the stockholder may have adequate knowledge as to the manner in 
which his interests are being served, it is essential that he be enlightened not only as 

4 Berle and Means, op. cit. supra note 2, at 244-5. 

5 See SEC, op. cit. supra note 2, pt. I (1937), and pt. VII (1938). 

® 48 Stat. 895 (1934), 15 U.S.C.A. § 78 (Supp. 1938). 
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to the financial condition of the corporation, but also as to the major questions of pol- 
icy, which are decided at stockholders’ meetings. Too often proxies are solicited with- 
out explanation to the stockholder of the real nature of the matters for which authority 
to cast his vote is sought.’ 


This report together with testimony before the Congressional com- 
mittee,* may be taken to mean that the Congress appreciated the demon- 
strated need for regulation aimed at securing disclosure with respect to 
solicitations of authority from the nation’s security holders. 

In view of suggestions appearing later in this article? for expansion of 
disclosure regulation to matters not dependent upon solicitation, it is to 
be noted that the Congressional expression and the need for adequate and 
fair disclosure to security holders connotes something of greater signifi- 
cance than the disclosure of information pertinent to solicitation of au- 
thority per se. The furnishing of information in connection with solicita- 
tion of authority is merely one aspect of this policy. We must assume 
that the desirability and indeed the security holder’s need for current 
news of corporate affairs is not fully satisfied by existing requirements as 
to reports to stockholders*® or the regulation of the solicitation of proxies 
alone. 

The history of commission regulation pursuant to authority granted in 
Section 14 of the Securities Exchange Act has been one of careful expan- 
sion based upon experience and demonstrated needs. The exercise of au- 


thority has been confined to Section 14(a) dealing generally with solicita- 
tion of proxies, consents and authorizations. The authority granted by 
Section 14(b) has, as yet, not been exercised.” 


7S. Rep. 1455, 73d Cong. 2d Sess., at 74 (1934). 


® See H.R. Hearing on H.R. 7852 and 8720, 73d Cong. 2d Sess., 138 et seq. (1934); see also 
SEC, op. cit. supra note 1. 


* See discussion at pp. 241-2 infra. 


© See discussion in Kaplan and Reaugh, Accounting, Reports to Stockholders, and the 
SEC, 48 Yale L. J. 935 (1939). 


** Section 14 provides: ‘‘(a) It shall be unlawful for any person, by the use of the mails or 
by any means or instrumentality of interstate commerce or of any facility of any national se- 
curities exchange or otherwise to solicit or to permit the use of his name to solicit any proxy or 
consent or authorization in respect of any security (other than an exempted security) regis- 
tered on any national securities exchange in contravention of such rules and regulations as the 
Commission may prescribe as necessary or appropriate in the public interest or for the pro- 
tection of investors. 

“*(b) It shall be unlawful for any member of a national securities exchange or any broker or 
dealer who transacts a business in securities through the medium of any such member to give a 
proxy, consent, or authorization in respect of any security registered on a national securities 
exchange and carried for the account of a customer in contravention of such rules and regula- 
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On September 24, 1935, the Securities and Exchange Commission pro- 
mulgated its first proxy rules referred to as the LA rules. These rules 
merely required, in addition to certain items of general information, a 
brief description of the matters in respect of which the solicitation was 
made without any specification of the particular items to be included in 
such description. The rules emphasized stockholders’ informational needs 
although they did contain in addition the equivalent of the rule now desig- 
nated as Rule X-14A-6." 

The next stage in regulation by the commission was the promulgation 
of Regulation X-14 on August 1, 1938. That regulation, in addition to 
expanding the required items of general information, specified with par- 
ticularity items of information to be furnished those solicited concerning 
the matters in respect of which authority was sought. Equally as impor- 
tant, however, the stockholder’s need for expression was recognized in 
Rule X-14A-2,"3 which required, with certain limitations, that the person 
solicited be given the means to specify the action which he desired taken 
pursuant to his proxy. 

The experience gained in a year’s operations under Regulation X-14 
has led to amendment, not only in the informational aspects of the regu- 
lation but, of greater significance, in the opportunity for security holder 
expression. In the following pages the writers will not attempt an ex- 
haustive discussion of Section 14(a) of the Securities Exchange Act or the 


rules thereunder, but will merely attempt to outline some of the signifi- 
cant provisions and problems. 


I, PRESENT PRACTICE 


The keystone of Regulation X-14 is the requirement that a proxy state- 
ment accompany each request for a proxy, consent or authorization" 
which is within the jurisdiction of the rules.** In addition, with certain ex- 
ceptions, the person solicited must be given the opportunity to specify 
the action he desires taken pursuant to the proxy.’® The proxy rules, 
moreover, offer a vehicle whereby persons other than the management 


tions as the Commission may prescribe as necessary or appropriate in the public interest or for 
the protection of investors.” 


In connection with the subject matter of Section 14(b), however, see Rules 770-5 of the 
New York Stock Exchange. 

2 See Appendix of Rules, p. 245 infra. 13 See note 40 infra. 

4 See Rule X-14A-1, Appendix of Rules, p. 243 infra. 15 See p. 239 infra. 

6 Rule X-14A-2, Appendix of Rules, p. 243 infra; the most important of the exceptions is in 
regard to the election of directors and other officials. Another important exception is fully dis- 
cussed at pp. 236 infra. 
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may communicate with security holders by utilizing the services of the 
management.'? The rules, of course, offer certain appropriate exemp- 
tions.** 

I. MEANING OF “SOLICITATION” 

Before amendment, Regulation X-14 defined “solicitation” to include 
“any request for a proxy whether or not such request is accompanied 
by or included in a written form of proxy.’”® The first problem raised 
by this definition is whether the transmittal to security holders of a blank 
proxy form” constitutes a solicitation. Many corporate managements 
have attempted by use of such a form to avoid the necessity of compliance 
with the proxy rules. The determination whether a solicitation is involved 
rests in the first place upon whether the term “request” includes implied 
as well as expressed requests. The commission has repeatedly decided that 
it does. 

The second problem is to determine under what circumstances the 
transmission of a blank proxy constitutes an implied request, i.e. a solici- 
tation. In a number of cases presented to the commission the blank proxy 
has been accompanied by a letter of transmittal, sometimes expressly 
professing not to be a solicitation and generally signed by a person or 
persons interested in the purpose covered by the proxy. In some cases an 
annual report or document containing a roster of officers or directors con- 
stituting the management which sent the proxy is included with the proxy 
form. It may be inferred here that a solicitation is intended in that the 
only means by which an uninformed security holder may cast his vote by 
use of the proxy form is to authorize its use to one of the persons named in 
the materials accompanying the proxy form; the knowledge of this result 
would appear to be imputable to persons responsible for the transmittal. 
In the recent amendment of the proxy rules the interpretations discussed 
above are presumably incorporated in the redefinition of solicitation to 
include “the furnishing of a form of proxy to security holders under cir- 
cumstances reasonably calculated to result in a procurement of proxies.’™ 
Where the proxies are not needed either for purposes of voting or for a 


17 Rule X-14A-6, Appendix of Rules, p. 245 infra. 

8 See Rule X-14A~7, ibid., p. 246 infra. In addition to the exemptions provided for in the 
rules, certain statutes expressly exempt solicitations within the purview of their provisions. See, 
e.g., § 77(f), Chapter VIII, 49 Stat. 1969 (1936), 11 U.S.C.A. § 205 (Supp. 19). 

19 Rule X-14A-9(b) before amendment of Regulation X—14. 

2° By “blank proxy form’’ is meant a form of proxy which requires the person solicited to 
fill in the names of his agents or proxies. 

** Rule X-14A-8(b) as amended, Appendix of Rules, p. 246 infra. 
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quorum, their transmission may be interpreted as a mere accommodation 
to the security holder and therefore not a solicitation. 

Another problem involved in the definition of solicitation is that of de- 
termining when a solicitation begins.” In the ordinary situation the fact 
of solicitation is pretty clearly defined. There are, however, situations 
where persons interested in ultimately making an express solicitation of 
proxies make use of what might be termed “build-up” material which ex- 
pounds on the matters in respect of which solicitation later occurs. Some- 
times the “build-up” material expressly denies that it constitutes a solici- 
tation, or it may refer to a contemplated express solicitation. In any event 
it seems clear that the transmission to security holders of a document con- 
taining information at the time of mailing intended to create a disposition 
favoring a matter upon which a subsequent request for a proxy is to be 
made, would constitute the commencement of solicitation for the purpose 
of Regulation X-14. The line is necessarily vague since solicitation is a 
matter of intention but one where intention must be determined from 
results reasonably foreseeable.” 


2, MEANING OF “PROXY, CONSENT, OR AUTHORIZATION” 

The definition of “proxy” is well enough established by corporate law 
and practice as not to warrant any extended discussion here. Unfortunate- 
ly this cannot be said as to the terms “authorization” and “consent.” 
Nowhere in the legislation or the legislative history are these terms dis- 
cussed or defined. Evidently, however, the terms were intended to en- 
compass situations such as solicitations in reorganization proceedings, 
voluntary or involuntary, to obtain authority to represent the security 
holder or to bind the security holder to a developed plan of reorganiza- 
tion.*4 The terms as used in the statute apparently have no more definite 
connotation than as loosely employed in reorganization practice. In that 
practice the terms defy definition except in their customary application. 

In the opinion of the authors, Congress had in mind the need of dissemi- 
nating adequate information to security holders in all those situations 
where either the corporate management or outside groups bargained with 
security holders to affect the latters’ rights.** Thus for example, where a 

* This problem is important in order to determine: (1) when to file under Rule X-14A-4; 


(2) when the machinery provided in Rule X-14A-6 is available; and (3) when the disclosure 
requirements must be conformed with. 

* Til. L. Rev., op. cit. supra note 3, at 915 et seq. (1939). 

+4 In connection with this type of solicitation, the statutory exemptions and those provided 
in Rule X-14A-7 should be noted. Many situations of this type, however, are. not exempt 
from Regulation X-14. 

5 See SEC, op. cit. supra note 5, pt. VII. 
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reorganization committee solicits a power of attorney to represent secu- 
rity holders in a judicial reorganization the solicitation would appear to 
necessitate adequate disclosure. 

Similarly, the solicitation by the management of the acceptance of a 
voluntary plan of reorganization by bondholders would appear to require 
full information as a basis of arriving at a reasonable determination wheth- 
er or not to accept. Such a solicitation is a typical solicitation of “‘con- 
sents.” 

Illustrative of the type of case in which the amorphous concept of con- 
sent presents difficulty, is that where a management solicits from its 
bondholders tenders* of bonds. There is no patent similarity between 
such a request and a request that a plan of reorganization be approved. 
In both cases the management solicits the bondholders to agree to an ex- 
change of rights. In the one case bondholders may for instance be asked 
to offer to accept a new security with an earlier maturity date; in the 
other the bondholders are asked to offer a security for cash, i.e., to accept 
immediate acceleration. In both situations, therefore, the bondholder is 
asked to “consent” to a “sale.’”*’ Analytically then only one important 
difference exists between the two situations. In the tender situation the 
bargaining is normally with each stockholder as an individual and decision 
is not contingent on the action of the group as is generally the case in 
voluntary reorganizations. 

Section 14, it must be remembered, was enacted because of the need 
for disclosure. But the need for disclosure is more marked when the solici- 
tation is of assent to tender than when it is of assent to voluntary reor- 
ganization since in the latter case some criteria for judging the value of 
the offer are customarily supplied the security holder. 


3. CONTENTS OF THE PROXY STATEMENT 

The proxy statement is the instrument of disclosure which must ac- 
company or precede a request for a proxy.” The regulation, in addition 
to items of general information such as those concerning persons making 


26 A typical solicitation of a “‘tender’”’ would be a communication requesting bondholders to 
offer to sell to the management their bonds—the security holder to set the price of the offer, the 
management to accept or refuse at will. 

27 In accepting a plan of reorganization, the security holder is offering to modify or exchange 
his security. This is a sale which normally will be subject to the disclosure requirements of 
either the Securities Act of 1933 or Regulation X-14. The tender situation also involves a mod- 
ification of the rights of security holders, and is a sale. But since the soliciting party is not the 
seller within the definition of Section 2 of the Securities Act of 1933, if the concept of ‘‘consent’’ 
does not extend to the “‘tender’”’ case, the transaction avoids all disclosure requirements. 

** Rule X-14A-1, Appendix of Rules, p. 243 infra. 
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the solicitation,”® requires disclosure of basic information concerning mat- 
ters to be acted upon pursuant to the proxy.*° While no general exposition 
of these requirements will be made, it seems desirable to mention that 
certain changes have been effected by the recent amendments. For in- 
stance the schedule of information relating to election of directors has 
undergone a complete revision* and new schedules have been added cover- 
ing the election of auditors** and the restatement of any asset, capital or 
surplus account of the issuer. 

a) Stockholder expression. —In connection with the recent amendments 
a major step forward has been taken in giving the stockholder a medium 
of expression to his fellow investor. Here three provisions of Regulation 
X-14, Rules X-14A-2, X-14A-8 (i) and Item. 16 of Schedule A, are im- 
portant. 

During the past year the commission has interpreted the unamended 
Regulation X-14 in a way that has achieved some highly significant re- 
sults. In particular its interpretation of Rule X-14A-534 has created new 
possibilities of stockholder democracy. Suppose that a stockholder in- 
forms the management that he proposes to raise on the floor of the meet- 
ing a motion to amend the by-laws to allow stockholders to elect the audi- 
tors from year to year. We shall assume that the stockholder may proper- 
ly raise this matter on his own initiative under state law. The manage- 
ment receives this notice before soliciting proxies on its own behalf in re- 
gard to the election of directors. For the purpose of the following dis- 
cussion the proposed election of directors will be referred to as Matter A; 
the proposed amendment of the by-laws, Matter B. It was apparently held 
in several cases, last year, that a proxy statement transmitted to stock- 
holders by the management which failed to indicate that the management 


*° Schedule 14A, Items 1-5, as amended 1940. 


3% Schedule 14A, Items 6-16, as amended 1940. Items 6, 13 and 16 are reprinted in Ap- 
pendix of Rules, pp. 247-9 infra. 


# Schedule 14A, Item 6(a), ibid., p. 247 infra. 
# Schedule 14A, Item 6(b), ibid., p. 249 infra. 
33 Schedule 14A, Item 13, ibid. 


4 Rule X-14A-5, unamended, read: 

“No solicitation subject to Section 14(a) of the Act shall be made by means of any form of 
proxy, notice of meeting, or any other communication containing any statement which, at the 
time and in the light of the circumstances under which it is made, is false or misleading with 
respect to any material fact, or omits to state any material fact necessary in order to make the 
statements therein not false or misleading.” 

For amended Rule X-14A-5, see Appendix of Rules, p. 245 infra. The amendments are not 
material to discussion herein. 
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knew a stockholder would bring before the meeting Matter B would be 
misleading under some circumstances.*5 

It also seems true with respect to the same situation, that, even if notice 
were given in the proxy statement that such a stockholder intended to 
raise Matter B at the meeting, the proxies received by the management 
pursuant to such a proxy statement could not be voted upon that matter 
unless the disclosure requirements of Regulation X-14 were complied 
with and the persons solicited were given an opportunity pursuant to 
Rule X-14A-2 to specify their desire in regard to that matter. Nothing in 
Regulation X-14, before amendment, required the management to comply 
with Rule X-14A-2 as to Matter B and where the management chose not 
to do so stockholders giving them proxies were disfranchised as to that 
matter. A management averse to Matter B would generally choose this 
course and defeat Matter B on the floor of the meeting by voting manage- 
ment shares personally represented. 

Regulation X-14 as amended attempts to enfranchise proxy givers with 
regard to Matter B. It will be noted that Rule X-14A-2 provides that 
means be afforded the person solicited to specify the action desired to be 
taken pursuant to the proxy on each matter or “. .. . matters... . to be 
acted upon pursuant to the proxy.” Regulation X-14 unamended con- 
tained no definition of this phrase and it was apparently assumed to mean 
matters upon which the management intended to use the proxies for pur- 


poses of a vote. The amended regulation has now defined the phrase, in 
Rule X-14A-8(i), to include both 


matters which the persons making the solicitation intend to present and any matters 
which the persons making the solicitations are informed other persons intend to present for 
action at such meeting, in the event persons making such solicitation intend that the 
proxies shall be used for the purposes of a vote upon such matters or for the purposes 
of a quorum supporting such vote 


The effect of this provision is to require a management to make appro- 
priate disclosure and to afford security holders the franchise provided by 
Rule X-14A-2 in regard to any matter which it is informed another will 
and can properly raise at the meeting. This is a significant step towards 
corporate democracy in that it gives security holders a reasonable medium 
of obtaining the expression of fellow security holders. 

Thus to employ our A-B example, the management intending to raise 

38 The test apparently was whether, in the particular case, the knowledge of Matter B, 
together with the knowledge that the management was not soliciting expression as to Matter B, 
would substantially have affected the judgment of security holders on Matter A. See Dean, 
Non-Compliance with Proxy Regulations, 24 Corn. L. Q. 483 (1939). 

36 Appendix of Rules, p. 247 infra; italics supplied. 
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only Matter A is informed by a stockholder that he intends to raise Mat- 
ter B. The proxies solicited by the management are necessary to establish 
a quorum for voting on Matter A. It would appear that a quorum once 
established at a stockholders’ meeting continues for all proper purposes 
of the meeting’? and that a management soliciting proxies for a quorum 
and vote at a meeting must be held to appreciate this. Thus, if Matter B 
is proper to be raised from the floor, the management having established 
a quorum with reference to Matter A has also established a quorum for 
Matter B. Matter B would, therefore, fall within the definition of the 
matters to be acted upon at the meeting. 

The only determination left to the management in the above situation 
is whether Matter B is one which may properly** be raised by a stock- 
holder at the meeting or one which may properly and will be declared out 
of order at the meeting. Item 163° has the effect of requiring the manage- 
ment, in the situation where it intends to declare Matter B out of order, 
to disclose the matter and its intended disposition. 

b) Solicitation of discretionary authority—In connection with Rule 
X-14A-2 one other matter should be noted. Under the rule prior to 
amendment,* the problem often arose as to the extent of discretionary 
authority which could be sought. Several situations were presented. For 


37 It seems clear that a stockholder personally present at a meeting cannot break a quorum 
by withdrawing ‘‘without justification.” Hexter v. Columbia Baking Co., 16 Del. Ch. 263, 
145 Atl. 115 (1929); it also seems clear that the same rule applies in the case of a proxy—even 
though his authorizations have not been filed—where the authorizations are general. Duffy 
v. Loft, Inc., 17 Del. Ch. 140, 151 Atl. 223 (1930), aff’d 17 Del. Ch. 376, 152 Atl. 849 (S.Ct. 
1930). A proxy with limited authorizations would seem to be in the position of a stockholder 
present at the meeting but abstaining from voting on particular matters. There should be, 
therefore, no distinction between this situation and those above. Cf. Petroleum Rights Co. v. 
Midland Royalty Co., 167 Atl. 835 (Del. Ch. 1933); cf. Commonwealth ex rel. Sheip v. Vande- 
grift, 232 Pa. 53, 81 Atl. 153 (1911). 

38 Very little case law exists as to what a stockholder may properly raise from the floor. 
Here is a focal point of the division of responsibility between the management and stockhold- 
ers. For a discussion, see Dean, op. cit. supra note 35. 

39 Appendix of Rules, p. 249 infra. 

4 Rule X-14A-2, unamended, read: 

No solicitation subject to Section 14(a) of the Act shall be made unless (a) means shall have 
been provided whereby the person solicited is afforded an opportunity to specify, in a space pro- 
vided in the form of proxy or otherwise, the action which such person desires to be taken pur- 
suant to the proxy on each matter, or each group of related matters as a whole, described in the 
proxy statement as intended to be acted upon, other than the election of directors or other offi- 
cials, and (b) the authority conferred as to each such matter or group of matters is limited by 
the specification so made. Nothing in Regulation X-14 shall prevent the solicitation of a proxy 
conferring discretionary authority with respect to matters as to which the person solicited does 
not make the specification provided for above, or with respect to matters not known or deter- 
mined at the time of the solicitation, or with respect to elections of directors or other officials. 
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instance authority might be sought to vote the proxy for five directors 
whereas only four nominees were named and discretionary authority as 
to a fifth contemplated. Rule X-14A-2 has been amended expressly to 
preclude discretionary authority of this type.” 

There are other situations, however, not affected by the amendment, in 
which the problem of discretionary authority exists. Thus, for example, 
a management may present a pension plan or a recapitalization plan to 
be acted upon at a stockholders’ meeting. All disclosure requirements of 
Regulation X-14 are met in the soliciting material as to the nature of the 
proposed plan. The stockholders are permitted to specify their preference 
in the proxy form in accordance with Rule X-14A-2. Subsequently to the 
solicitation, however, an unanticipated contingency arises which makes 
necessary some adjustments in the proposed plan. If the authorizations 
obtained are to limit the management to vote upon the plan only as pre- 
sented in the proxy statement, a resolicitation would be required, if viola- 
tion of Rule X-14A-5 is to be avoided. Rule X-14A-2, therefore, provides 
that, in such a situation, discretionary authority may be sought as to 
matters not known or determined at the time of the solicitation. In view 
of the fact that unanticipated contingencies arising subsequently to solici- 
tation are matters clearly not within the control of the soliciting persons, 
the circumstances set out above fall within this provision, and, therefore, 
the form of authorization may be cast to allow the desired flexibility. 

The following is an illustration of another type of situation intended to 

be covered by Rule X-14A-2. A management desires the authorization 
and issuance of new securities. It is clear that financing being what it is, 
market conditions obviously not within the control of the management 
necessitate that final arrangements as to offering price, underwriting fees, 
interest rates, etc., be made at the latest possible moment. Since arrange- 
ment for and solicitation of proxies in any sizeable organization is a time- 
consuming process, the management may not be in a position to give final 
details at the time of solicitation. Obviously, therefore, at the time of solic- 
itation the matters referred to are beyond the control of the soliciting 
party to know or determine. In this situation Rule X-14A-1(b) is meant 
to apply. That rule reads: 
Information as to matters to occur or to be determined in the future need be given only 
in terms of present intention, but in such case there shall be set forth, to the extent 
practicable, the maximum and minimum limits of the authority to be conferred con- 
cerning each such matter. 

# Amended Rule X-14A-2, Appendix of Rules, p. 243 infra, has this provision: 

**.... No authority shall be sought to vote the proxy upon the election of any person to 


any office (inclusion of that of auditors and member of a committee to select auditors) for 
which a bona fide nominee is not named in the proxy statement.” 





REGULATION OF PROXIES 237 


In this situation then the management is to be permitted discretionary au- 
thority as to price, fees, interest rates, etc., within the limits set out in 
accordance with Rule X-14A-1(b). 

In connection with Rule X-14A-2 and the authorization of securities, it 
is to be noted that corporation laws generally do not require stockholder 
approval of the time or terms of issuance although such issuance must be 
authorized by a vote of stockholders. A corporate management may thus 
determine to solicit the authorization for issuance without then contem- 
plating the time or terms of issuance. A statement to this effect is all that 
can be required under Rule X-14A-1(b) and Rule X-14A-2 does not come 
into play in respect of the time and terms of issuance because, as indicated, 
no authority for issuance generally need be sought under state law. 


Il. ENFORCEMENT 

The value of any statute lies in and may be measured in part by its en- 
forceability. Its fulfillment of community needs is proved by the co-opera- 
tion evidenced in its administration. By and large the Securities and Ex- 
change Commission has found the corporate community desirous of carry- 


ing out its proxy regulations, and investors have vouched for the assist- 
ance rendered thereby. 


I. WAITING PERIOD 
The problem of administration of the proxy rules is chiefly one of inter- 


pretation and adjustment of the facts of particular situations to the re- 
quirements of the rules. The experience of the staff of the commission’s 
proxy unit has demonstrated that good faith of those drafting solicitation 
material is often handicapped by the lack of familiarity with the rules. 
Under old Regulation X-14, and prior to this under the LA Rules, solicit- 
ing parties were not required to file their material with the commission 
until solicitation in fact had begun. The amendments have added a “‘wait- 
ing period” of ten days, i.e., the material must be filed with the commission 
not less than ten days before solicitation begins.” 
Before a waiting or examining period was provided, those who were not 
aware of the commission’s stated offer to examine draft material often 
found themselves in the embarrassing position of having to resolicit, to 
send out additional informational material or to limit their use of proxies 
because of inadvertent deficiencies brought to their attention by the 
commission. It is hoped that the ten day waiting or examining period pro- 
vided by the amendments to Regulation X-14 will give the commission 
the opportunity to catch many deficiencies before the persons soliciting 
have distributed their material. It should be noted that the provision for 


# Rule X-14A-4, Appendix of Rules, p. 244 infra. 
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an “examining” period (1) includes an acceleration clause to cover those 
special situations when there is a clear need for more immediate release of 
the soliciting material and (2) does not apply to supplementary solicita- 
tion material. 

2. SANCTIONS 

It is usually the case that a mere warning of the noted deficiencies will 
suffice to induce their correction. But where necessary the commission has 
substantial sanctions at hand, including (1) the injunction, (2) delisting, 
and (3) criminal proceedings. 

It might be said that the commission, during its five year history of the 
regulation of proxy solicitation, has never had occasion to proceed either 
with a delisting proceeding or criminal action and only once has it had to 
seek an injunction. The principal function of these sanctions is to dis- 
courage violations of Section 14(a). 

The sanctions available for violations of the proxy rules have received 
discussion elsewhere.*? The recent case in which the injunctive power was 
asserted, however, is deserving of discussion. In that case the District 
Court of the United States for the District of Massachusetts granted the 
commission an injunction.** In the situation in question an “outside” 
group sought to gain the election to the position of managing director of a 
former managing director of the corporation. This soliciting group, pur- 
portedly a committee independent of the person whose election it was 
seeking, repeatedly used soliciting material not complying with the dis- 
closure requirements of Regulation X-14 and allegedly containing false 
and misleading statements. After purportedly “curing” the situation by 
recalling the tainted proxies, further allegedly false and misleading solicit- 
ing literature was sent the corporations stockholders over the signature of 
the candidate. 

The vital question before the court was whether the commission under 
Section 21(e) of the Securities Exchange Act*s was entitled at most only to 
an injunction against a solicitation in contravention of its rules or whether 
the court could go further and enjoin the use of the tainted proxies. 
Literally, Section 21(e) authorizes only an injunction against acts and 
practices constituting a violation of the act or the rules and regulations 
thereunder. As applied to Regulation X-14 this would merely appear to 
entitle the commission to an injunction against solicitation in contraven- 
tion of that regulation. But the impracticability of so restricting injunc- 


4 Til. L. Rev., op. cit. supra note 3, at 935 et seq. 
44 SEC v. O’Hara Re-election (or Proxy) Committee, 28 F. Supp. 523/(D.C. Mass. 1939). 
45 48 Stat. 900 (1934), 15 U.S.C.A. § 78u (Supp. 1939). 
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tive relief is evident. Solicitations which would necessitate the exercise of 
this sanction will not develop until in fact a solicitation has been made. If 
relief should be limited to an injunction against the very acts whose execu- 
tion is the factor putting the commission on notice the right to injunctive 
relief would become meaningless. Moreover it would seem that the party 
soliciting in contravention should not be permitted the use of proxies so 
tainted. The commission appealed to the courts own equity powers flow- 
ing as proper adjuncts to necessary relief. To this the court responded: 

Rule X-14A-s prohibits the solicitation of proxies by any communication contain- 
ing a false or misleading statement. The rules and the act under which it was promul- 
gated are concerned with the unlawful solicitation of proxies. The proxies that have 
been received as a consequence of the O’Hara letter are not valid proxies within the 


meaning of the Act. The use of proxies secured unlawfully cannot be countenanced by 
a court of equitable jurisdiction. 


The court thus seemed determined to protect the stockholders’ right to 
vote on the basis of honest disclosure of the facts by enjoining the exercise 
of proxies obtained in contravention of the commission’s proxy rules and 
by enjoining the holding of the meeting until resolicitation. On the latter 
point the court stated: 

Although counsel have urged that the defendant corporation be not compelled to 
further postpone its annual meeting, I must take notice of the fact that the sharehold- 
ers, whose proxies are invalidated above, would, in effect, be disenfranchised if the 
annual meeting of the association were to be held on July 3d. An injunction may issue 


against the holding of the annual meeting before July 10, 1939, which is considered 
ample time to obtain and file new and valid proxies. 


Many questions on the injunctive power remain even after this deci- 
sion. For instance can the commission enjoin the action voted to be 
taken in the exercise of the tainted proxies? Or can the commission move 
to set aside such action already taken? To these questions no answer can 
as yet be given.” 


III. JURISDICTION—POSSIBLE AREAS OF EXTENSION 

While the regulation of the solicitation of proxies, consents and au- 
thorizations by the rules promulgated pursuant to Section 14(a) of the 
Securities Exchange Act of 1934 is one link in bridging the span between 
owner and manager in the modern corporation, it must not be assumed 
that this regulation serves completely to gain for security holders the in- 
formation necessary to them in the ownership of their securities. 

It should be remembered that the disclosure required by Section 14(a) 
and regulations thereunder relates only to matters in respect of which 


4° Til. L. Rev., op. cit. supra note 3, at 938. 
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authority is solicited.*7 Furthermore Section 14(a) and Regulation X-14, 
as amended, are further circumscribed. 

Solicitations in respect of securities traded solely in the over-the- 
counter market go unbridled by virtue of Section 14(a) itself. If the regu- 
lation of proxy solicitation has any foundation, as presumably it has, 
surely the desirability of regulation or non-regulation cannot be con- 
tingent on the mere fact of listing on a national securities exchange. The 
Congress itself recognized the materiality of the over-the-counter market 
in Section 2 of the Securities Exchange Act, which sets out the necessity 
for regulation of security markets.“ 

It would appear that the present status of the jurisdiction of Section 
14(a) constitutes a safeguard surrounding registered securities not given 
those traded solely in over-the-counter markets. The rationale of this 
limitation is not based on disparate needs. The total value of unregis- 
tered securities, while difficult to estimate, obviously bulks large in na- 
tional finance; and, considered from the point of view of which type of 
security holder is the better informed concerning his investment, it can 
probably be said that the safeguard is at least equally needed with respect 
to such securities. 

It would appear then that this limitation may be founded on (1) a de- 


47 For a type of situation not within Section 14(a) but which should call for disclosure, see 
discussion relating to the authorization and issuance of securities at pp. 236-7 supra. 


4 “For the reasons hereinafter enumerated, transactions in securities as commonly con- 
ducted upon securities exchanges and over-the-counter markets are affected with a national 
public interest which makes it necessary to provide for regulation and control of such trans- 
actions and of practices and matters related thereto, including transactions by officers, di- 
rectors, and principal security holders, to require appropriate reports, and to impose require- 
ments necessary to make such regulation and control reasonably complete and effective, in 
order to protect interstate commerce, the national credit, the Federal taxing power, to protect 
and make more effective the national banking system and Federal Reserve System, and to in- 
sure the maintenance of fair and honest markets in such transactions: 

(1) Such transactions 

(a) are carried on in large volume by the public generally and in large part originate out- 
side the States in which the exchanges and over-the-counter markets are located and/ 
or are effected by means of the mails and instrumentalities of interstate commerce; 

(6) constitute an important part of the current of interstate commerce; 

(c) involve in large part the securities of issuers engaged in interstate commerce; 

(d) involve the use of credit, directly affect the financing of trade, industry, and transpor- 
tation in interstate commerce, and directly affect and influence the volume of inter- 
state commerce; and affect the national credit. 

The prices established and offered in such transactions are generally disseminated and 

quoted throughout the United States and foreign countries and constitute a basis for de- 

termining and establishing the prices at which securities are bought and sold, the amount 
of certain taxes owing to the United States and to the several States by owners, buyers, and 

sellers of securities, and the values of collateral for bank loans,”’ 48 Stat. 881 (1934), 15 

U.S.C.A. § 78b (Supp. 1939). 
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sire to lend constitutional support to federal regulation of proxy solicita- 
tion, and (2) the necessity of having some method of policing the ground 
covered by the statute and the rules thereunder. 

Apropos of the former point, two constitutional arguments would ap- 
pear available for the support of the Securities Exchange Act in its 
entirety. First is the recited necessity in the act for controlling a national 
business of the importance of the securities business. Secondly, the federal 
power over the mails and channels of interstate commerce would appear 
unquestioned. It is not our purpose here to enter into a discussion of these 
constitutional points. They are capably demonstrated by others.*? At one 
time it may have been difficult to recognize the national and extra local 
character of the securities business handled by the over-the-counter deal- 
ers but with the recent organization of these dealers pursuant to Section 
15A of the Securities Exchange Act, this recognition would appear to have 
been made. 

It may appear then that the organization of the over-the-counter 
markets has made more feasible an expansion of Section 14(a) to cover 
solicitations in respect of securities traded on the over-the-counter 
markets. 

Another respect in which the jurisdiction of proxy regulation is limited 
relates to the manner of solicitation. Section 14(a) covers solicitations ‘“‘by 
the use of the mails or by any means or instrumentality of interstate com- 
merce or of any facility of any national securities exchange or otherwise. 

. .’8° The commission, in Regulation X-14, has limited its jurisdiction 
by cutting off the phrase “or otherwise.”’** Again constitutional questions 
appear to lurk in the background. Since, however, a solicitation of any 
consequence will, in some phase, employ the mails or some channel of 
interstate commerce and since the regulation has been so interpreted as to 
comprehend any solicitation which in any phase employs such means,* 
the Commission’s action in eliminating the “or otherwise” to avoid con- 
stitutional embarrassment may have been advisable. 

The effectuation of the policy inherent in Section 14(a) would appear to 
require that the disclosure contemplated by that section be extended by 
further legislation to corporate matters other than those related to solicita- 

49 See briefs introduced as exhibits in S. Hearings on S. 3420, 73d Cong., 2d Sess., pt. 16, at 
7634 et seq.; and in H.R. Hearing on H.R. 7852 and 8720, 73d Cong., ad Sess., at 916 et seq., 
925 et seq. (1934). 

5° Italics added. 

5* See Rule X-14A-7(a), Appendix of Rules, p. 246 infra. 


5? Note judicial interpretation of similar provision in Mail Frauds statutes and Securities 
Act of 1933. 
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tion of authority per se. Of over twenty-four hundred companies whose 
securities were listed and registered in this country the Securities and Ex- 
change Commission had filed with it proxy soliciting material only in re- 
spect of less than sixteen hundred companies in the fiscal year ended June 
1939. This discrepancy may be explained in part by the fact that corpora- 
tion managements with quorums in their pocket, operating under law 
which obviates quorum worries or with quorums semi-assured adhered to 
a time worn practice of leaving the “‘outside’”’ security holders in the dark 
as to the proceedings at corporate meetings and with respect to corporate 
elections. 

The Congressional recognition of the obvious need of security holders 
for information as to management of their investment* is the same regard- 
less of whether the management of the corporation has a quorum problem 
or not. It would seem then unreasonable to limit the requirements of the 
dissemination of information to situations in which solicitation occurs.% 
To remedy this situation the power possessed by the commission under 
Section 19(b)** to supervise the rules of the national securities exchanges 
might perhaps be employed to obtain appropriate disclosure. 

In addition to the situation discussed above where meetings of stock- 
holders are held without disclosure to the “‘outside” ownership, there are 
many other situations where corporate movements or conditions should be 
adequately and fairly reported to the ownership. Thus, for instance full 
annual reports of corporate condition, policies and program would seem to 
be in order.’ In addition, major current corporate activities such as the 
issuance of securities, capital investments, etc. not necessitating stock- 
holder voice should be reported. Here the power which is vested in the 
commission by Rule 19(b) might again be employed to advantage with 
respect to listed securities. It may be, however, that without the develop- 
ment of a similar program as to unlisted securities no further requirements 
as to listed securities should be attempted. 


53 See e.g., Ohio Code Ann. (Throckmorton, 1936), § 8623-48. 

54S. Rep., op. cit. supra note 7. 

5s In this connection, however, the New York Stock Exchange does require that security 
holders receive annual reports of the companies listed thereon, regardless of solicitation. But 
see Kaplan and Reaugh, op. cit., supra note 10. 

56 Section 19(b) provides: 

‘The commission is further authorized . . . . by rules or regulations or by order to alter or 
supplement the rules of such exchanges in respect of . . . . (3) the listing or striking from list- 
ing of any security ... . ” 48 Stat. 898-9 (1934), 15 U.S.C.A. § 78s (Supp. 1939). 


57 Insofar as securities exchanges presently require annual reports to security holders, see 
able discussion and analysis in Kaplan and Reaugh, op. cit. supra note 10. 
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APPENDIX OF RULES 


REGULATION X-i4, AS AMENDED 


(Items 1, 2, 3, 7-12, which are the same as in Regulation X-14, unamended, have 
been omitted. Item 13 of the unamended Regulation is now Item 14, and Item 14 is 
Item 15.) 


RULES RELATING TO SOLICITATION OF PROXIES, CONSENTS, AND AUTHORIZATIONS, 
INCLUDING SCHEDULE 14A AS AMENDED, EFFECTIVE FEBRUARY 15, 1940 


Rule X-14A-1. Proxy Statement 


(a) No statement need be made in the proxy statement in response to any item or 
subitem of Schedule 14A which is inapplicable. None of the items need be restated in 
the proxy statement, and the order of the items and subitems in the schedule need 
not be followed. Information required by more than one applicable item need not be 
repeated in the proxy statement. 

(b) Any information required to be included in the proxy statement which is not 
known and not reasonably available to the persons making the solicitation may be 
omitted, if a brief statement of the circumstances rendering such information unavail- 
able is made in the proxy statement. Likewise, information as to matters to occur or 
to be determined in the future need be given only in terms of present intention, but 
in such case there shall be set forth, to the extent practicable, the maximum and mini- 
mum limits of the authority to be conferred concerning each such matter. 

(c) There may be omitted from the proxy statement any information contained in 
any document which has been furnished within a reasonable time in advance of the 
solicitation to each person solicited, if a clear reference is made to the place where such 
information appears. Any statement made in the proxy statement may be qualified 
by clear reference to any such document, or to any document which is on file with the 
Commission and with each exchange on which the securities are listed. 

(d) In all cases in which past occurrences are to be consented to or acted upon pur- 
suant to the proxy, the applicable items of Schedule 14A shall be read in the past tense, 
if appropriate. 

(e) Unless the context clearly shows otherwise, whenever any fixed period of time in 
the past is indicated, such period shall be computed from the date of filing the proxy 
statement. 


Rule X-14A-2. Duty To Provide Means by Which Desired Action Can Be Specified 
No solicitation subject to Section 14(a) of the Act shall be made unless (c) means 
shall have been provided whereby the person solicited is afforded an opportunity to 
specify, in a space provided in the form of proxy or otherwise, the action which such 
person desires to be taken pursuant to the proxy on each matter, or each group of 
related matters as a whole, described in the proxy statement as intended to be acted 
upon, other than elections to office, and (6) the authority conferred as to each such 
matter or group of matters is limited by the specification so made. Nothing in Regula- 
tion X-14 shall prevent the solicitation of a proxy conferring discretionary authority 
with respect to matters as to which the person solicited does not make the specification 
provided for above, or with respect to matters not known or determined at the time of 
the solicitation, or with respect to elections to office: Provided, however, that no au- 
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thority shall be sought to vote the proxy upon the election of any person to any office 
(inclusive of that of auditors and member of a committee to select auditors) for which 
a bona fide nominee is not named in the proxy statement. 

Rule X-14A-3. Legibility of Soliciting Material 

Every printed proxy statement and form of proxy, and all related printed material 
furnished to the persons solicited in connection with any solicitation subject to section 
14(a) of the Act, other than documents not prepared in connection with the solicita- 
tion, shall be set in type not smaller than 10-point roman, at least 2-point leaded; ex- 
cept that financial statements may be set in type not smaller than 8-point roman, if 
necessary for convenient presentation. 

Rule X-14A-4. Duty To File Material with Commission and Exchange 

(a) No solicitation subject to Section 14(a) of the Act shall be made unless copies 
of the following material shall have been filed or mailed, in accordance with the pro- 
visions of paragraphs (5), (c), and (d), with or to the Commission, at its office in Wash- 
ington, D.C., and with or to each national securities exchange upon which is listed any 
security in respect of which the solicitation is made— 

(1) The proxy statement, the form of proxy, and any additional material intended 

to be furnished to security holders concurrently with the proxy statement. 

(2) Any additional material relating to the same meeting or subject matter fur- 
nished to security holders subsequent to the furnishing of the proxy statement, 
exclusive of replies to inquiries from security holders requesting further infor- 
mation upon any aspect of the solicitation. 

(3) Any document to which reference is made pursuant to Rule X-14A-1(c) which 
has not been previously filed with the Commission and the appropriate ex- 
change or exchanges. 

(6) Three copies of the material described in paragraphs (a)(1) and (a)(3), the 
copies of the material described in paragraph (a)(1) to be preliminary copies for the 
information of the Commission only and so marked, shall be filed with the Commission 
not later than ten days prior to the date definitive copies of the material described in 
paragraph (a)(z) are first sent or given to any security holders, or, in respect of all or 
any part of the material described in paragraphs (a)(1) and (a)(3), not later than such 
lesser number of days prior to such date as the Commission, upon a showing of un- 
usual circumstances, may determine: Provided, however, that the provisions of this 
paragraph shall not apply to material additional to the proxy statement and form of 
proxy intended to be furnished to security holders concurrently with the proxy state- 
ment. 

(c) Three copies of the material described in paragraph (a)(1) or of any revision of 
such material, in the form in which such material is released to security holders, shall 
be filed with or mailed to the Commission, and with or to the appropriate exchange or 
exchanges, not later than the date such material is first sent or given to any security 
holders; and three copies of the material described in paragraph (ca)(2), in the form in 
which it is released to security holders, shall be similarly filed or mailed. Three copies 
of the material described in paragraph (a)(3) shall be filed with or mailed to the ap- 
propriate exchange or exchanges not later than the date the material described in 
paragraph (a)(r) is first sent or given to any security holders. 

(d) The material described in paragraphs (a)(1) and (a)(2), as transmitted to the 
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Commission, whether in preliminary or definitive form, shall be accompanied by a 
statement indicative of the date upon which copies thereof are intended to be or are 
being released to security holders. 


Rule X-14A-—5. False or Misleading Statements 

No solicitation subject to Section 14(a) of the Act shall be made by means of any 
form of proxy, notice of meeting, or other communication containing any statement 
which, at the time and in the light of the circumstances under which it is made, is false 
or misleading with respect to any material fact, or omits to state any material fact 
necessary in order to make the statements therein not false or misleading or necessary 
to correct any statement in any earlier communication with respect to the solicitation 
of a proxy for the same meeting or subject matter which has become false or mislead- 
ing. 
Rule X-14A-6. Duty of Issuer To Furnish Information and Mail Proxies at Request of 

Security Holder 

No solicitation subject to section 14(a) of the Act shall be made by or on behalf of 
the issuer or its management, directly or indirectly, unless the issuer performs or has 
performed such of the following acts as may be duly requested by any record owner of 
any security of the issuer (hereinafter called “the applicant”) with respect to the same 
subject matter or meeting: 

(a) At the written request of the applicant, the issuer shall furnish the following in- 
formation: 


(1) Astatement of the approximate number of the holders of record of any specified 
class of securities of which any of the holders have been or are to be solicited by 
or on behalf of the issuer or its management (as of any date selected in connec- 
tion with such solicitation, or if none has been selected, approximately as of the 
date designated by the applicant), and the approximate number of any other 
holders of the specified class of securities who have been or are to be solicited 
by or on behalf of the issuer or its management; and 
An estimate of the cost of mailing a specified form of proxy or other communi- 
cation to such holders. 

Any information requested pursuant to this paragraph shall be mailed or 
otherwise furnished on or before the third business day after receipt of the writ- 
ten request. 


(6) At the written request of the applicant, copies of any form of proxy or other 
communication furnished by the applicant shall be mailed by the issuer to holders of 
record (as of the date selected under (a) ) of any specified class of securities of which any 
of the holders have been or are to be solicited by or on behalf of the issuer or its man- 
agement, and to any other holders of the specified class of securities who have been or 
are to be solicited by or on behalf of the issuer or its management. Such material shall 
be mailed with reasonable promptness after receipt by the issuer of a tender of the 
material to be mailed, of envelopes or other containers therefor, of postage or payment 
for postage, and of reasonable reimbursement to the issuer of all expenses incurred in 
connection with such mailing or of a surety company bond satisfactory to the issuer in 
an amount sufficient to cover such expenses; except that such material need not be 
mailed prior to the first day on which the solicitation is made by or on behalf of the 
issuer or its management. 
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Rule X-z4A-7. Solicitations to Which Rules Are Not Applicable 

Notwithstanding any other provision in this regulation, the rules contained therein 
shall not apply to— 

(a) Any solicitation made otherwise than by the use of the mails or by any means 
or instrumentality of interstate commerce or of any facility of any national securities 
exchange; 

(6) Any solicitation of a proxy by any person in respect of securities carried in his 
name or in the name of his nominee, or held in his custody, if (1) such person receives 
no commission or remuneration for such solicitation, directly or indirectly, other than 
reimbursement of reasonable out-of-pocket expenses and clerical expenses, and (2) 
such person furnishes to the person solicited a copy of all soliciting material which the 
persons on whose behalf the solicitation is made are sending to other persons: Pro- 
vided, however, That this exemption shall not be applicable to any solicitation by a 
voting trustee in respect of securities of which he is trustee; 

(c) Any solicitation of a proxy by any person in respect of securities of which he is 
the beneficial owner; 

(d) Any solicitation of a proxy evidenced by a certificate of deposit or other secu- 
rity which is registered under the Securities Act of 1933; 

(e) Any solicitation of an acceptance, conditional or unconditional, of a plan of re- 
organization under Chapter X of the Bankruptcy Act. 


Rule X-14A-8. Definitions 


For the purposes of regulation X—14, unless the context otherwise requires— 

(a) The term “proxy” includes every proxy, consent, or authorization within the 
meaning of section 14(a) of the Act. 

(6) The term “solicitation” includes (1) any request for a proxy, whether or not 
such request is accompanied by or included in a form of proxy, and (2) the furnishing 
of a form of proxy to security holders under circumstances reasonably calculated to re- 
sult in a procurement of proxies: Provided, however, that the term does not apply to 
the furnishing of a form of proxy to a security holder upon the unsolicited request of 
such security holder, and does not apply to the performance by the issuer of acts re- 
quired by Rule X-14A-6 or the performance by any person of ministerial acts on be- 
half of a person soliciting a proxy. 

(c) The term “proxy statement” means the statement required by rule X-14A-1, 
whether or not contained in a single document. 

(d) The term “‘issuer’”’ means the issuer of the security in respect of which the proxy 
is solicited. 

(e) The term “associate,” used to indicate a relationship with any person, means 
(1) any corporation or organization (other than the issuer) of which such person owns 
of record or beneficially 10 per cent or more of any class of voting securities, (2) any 
firm of which such person is a partner, and (3) any relative or spouse of such person 
having the same home as such person. 

(f) The term “affiliate,” used to indicate a relationship with any person, means a 
person controlling, controlled by, or under common control with, such person. 

(g) The term “officer” means a chairman of the board of directors, president, vice- 
president, treasurer, secretary, comptroller and any other person performing similar 
functions. 


(hk) The phrase “the persons making the solicitation,” used in relation to a solicita- 
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tion by the management of the issuer, means the directors and officers of the issuer, 
exclusive of any directors or officers who are opposed to the solicitation. 

(i) The phrase “‘matters to be acted upon pursuant to the proxy,” used in relation 
to a proxy other than one which designates an agent or agents to cast a vote or votes 
in a meeting of security holders, means the matters in respect of which the proxy is 
solicited. Employed in relation to a proxy to be used at a meeting of security holders, 
the phrase means the matters which the persons making the solicitation intend to pre- 
sent and any matters which the persons making the solicitation are informed other 
persons intend to present for action at such meeting, in the event the persons making 
the solicitation intend that the proxy shall be used for purposes of a vote upon such 
matters or for purposes of a quorum supporting such a vote: Provided, however, that 
the phrase as so employed does not apply to the matter of an election to any office 
which the persons making the solicitation are informed other persons intend to present 
for action at such meeting if the persons making the solicitation are themselves pro- 
posing the election of a nominee to such office and are including in the proxy statement 
the information regarding the candidacy of such nominee which is required by Sched- 
ule 14A. 

SCHEDULE 14A 
IrEMs OF INFORMATION IN Proxy STATEMENT UNDER RULE X-14A-1 
+ ” * + 


D. MATTERS TO BE ACTED UPON PURSUANT TO THE PROXY 
Item 6: 


(a) If action is to be taken with respect to the election of directors or other officials 

(other than inspectors of election and similar officials)}— 

(1) Name the offices to be filled by election. 

(2) Furnish the following information as to each person (hereinafter called ‘nominee’’) 
for whom it is intended that a vote will be cast for election to any such office pur- 
suant to the proxy: 

(A) If the nominee received, in all his capacities, one of the three highest aggre- 

gate amounts of remuneration paid by the issuer and any subsidiaries of the 
issuer (directly, or indirectly through any affiliate of the issuer or otherwise) 
to any director, officer or employee of the issuer during the last fiscal 
year of the issuer, state the amount of such remuneration. The information 
should be given on an accrual basis if practicable. Insofar as such information 
relates to securities, options to purchase securities, or other property given 
for services, or to options to purchase securities, given for services, which were 
exercised or sold by the grantee during the last fiscal year of the issuer, or to 
remuneration paid to partnerships in which the nominee participated as a 
member of the partnership, it shall be stated separately. 
State, as of the most recent practicable date, the approximate amount of 
each class of securities of the issuer of which the nominee is directly or indi- 
rectly the beneficial owner. If the nominee is not the beneficial owner of any 
securities of the issuer, make a statement to that effect. 

(C) Describe briefly any substantial interest, direct or indirect, of the nominee, 
and any associates of the nominee, in any property acquired within 2 years or 
proposed to be acquired by the issuer or any of its subsidiaries, other than 
property acquired in the ordinary course of business or on the basis of bona 
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fide competitive bidding. State the cost of the property to the issuer or sub- 
sidiary and the cost to the vendor if the property was acquired by the vendor 
within 2 years prior to the acquisition by the issuer or subsidiary. 

(D) If, combining securities held of record but not owned beneficially and secu- 
rities owned beneficially whether or not held of record, more than 10% of the 
outstanding voting securities of the issuer, or more than 10% of any class of 
securities of the issuer not entitled to vote, are held by the nominee and any 
associates of the nominee, state, as of the most recent practicable date, the 
approximate aggregate amount of each class of securities of the issuer held by 
the nominee and such associates and name each associate whose holdings in 
such class constitute a substantial portion of such aggregate amount. If de- 
sired, the character of the interest of the nominee or any associate in the se- 
curities of the issuer stated pursuant to this paragraph may be set forth. 

(E) Ifthe nominee is a director, officer, partner or employee of any principal under- 
writer of securities of the issuer or any subsidiary or predecessor of the issuer 
which have been sold within five years by the issuer, such subsidiary or prede- 
cessor, or by any affiliate of the issuer, such subsidiary or predecessor, or if 
the nominee is directly or indirectly the beneficial owner of more than 10% of 
any class of equity securities of any such underwriter, make a statement to 
that effect, naming the underwriter and stating, as of the most recent practi- 
cable date, the approximate amount of each class of securities of the issuer of 
which such underwriter is directly or indirectly the beneficial owner and the 
approximate amount of each class of any securities of the issuer which are 
otherwise held by such underwriter. 

If the candidacy of the nominee, for election or reelection to office as the case 

may be, is the subject of an arrangement or understanding (inclusive of any 

arrangement or understanding continuing in effect from a time past) directly 

or indirectly between any of the persons making the solicitation or the nomi- 

nee and any other person or persons except directors and officers of the issuer 

acting solely in that capacity, make a statement to that effect, naming each 

such other person and stating, as of the most recent practicable date, the ap- 

proximate amount of each class of securities of the issuer of which such person 

is directly or indirectly the beneficial owner and the approximate amount of 

each class of any securities of the issuer which are otherwise held by such per- 

son: Provided, however, that if such person be a person having a managerial 

contract with the issuer there shall also be stated, on an accrual basis if prac- 

ticable, the aggregate amount of remuneration paid by the issuer and any 

subsidiaries of the issuer (directly, or indirectly through any affiliate of the 

issuer or otherwise) to such person in all capacities during the last fiscal year 

of the issuer; Provided further that if such person be a committee representing 

security holders of the issuer, there shall be stated the approximate amount 

of each class of securities of the issuer of which each member of the committee 

is directly or indirectly the beneficial owner and the approximate amount of 
each class of such securities represented by the committee. 

(3) State the aggregate amount of remuneration paid, during the last fiscal year of the 

issuer, by the issuer and any subsidiaries of the issuer (directly, or indirectly 

through any affiliate of the issuer or otherwise) to the directors and officers of the 
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issuer, considered as a group, and to any person having a managerial contract with 
the issuer, for services in all capacities. The information should be given on an 
accrual basis if practicable. Insofar as such information relates to securities, op- 
tions to purchase securities, or other property given for services, or to options to 
purchase securities, given for services, which were exercised or sold by the grantees 
during the last fiscal year of the issuer, or to remuneration paid to partnerships in 
which directors or officers of the issuer participated as members of the partnership, 
it shall be stated separately. 


(b) If action is to be taken with respect to the election of auditors, or if it is proposed 
that particular auditors shall be recommended for selection by any committee to select 
auditors for which votes pursuant to the proxy are to be cast— 

(1) Name the auditors. 

(2) Describe briefly any material relationship of such auditors and any associates of 
such auditors to the issuer and any affiliates of the issuer. 

(3) State, or describe briefly, (A) the name of each nominee for any committee to se- 
lect auditors for which votes pursuant to the proxy are to be cast, (B) the office, if 
any, which such nominee holds with the issuer, (C) the approximate amount, as 
of the most recent practicable date, of each class of securities of the issuer of which 
such nominee is directly or indirectly the beneficial owner, and (D) any other re- 
lationship of such nominee, or any relationship of any associate of such nominee, 
to the issuer and any affiliates of the issuer which is of a material character. If 
the nominee is not the beneficial owner of any securities of the issuer, make a 
statement to that effect. 


Item 13. If action is to be taken with respect to the restatement of any asset, capital or 

surplus account of the issuer— 

(a) State the nature of the restatement and the date as of which it is to be effective. 

(b) Summarize briefly the reasons for the restatement and for the selection of the par- 
ticular effective date. 

(c) State the name and amount of each account (including any reserve accounts) af- 
fected by the restatement and the effect of the restatement thereon. 

(d) To the extent reasonably practicable, state whether and the extent, if any, to 
which, by creation of additional surplus or elimination of charges against income, 
the restatement will as of the date thereof or in the future make available for dis- 
tribution to the holders of equity securities of any class funds from the treasury of 
the issuer which could not otherwise be used for such purpose. 


* * * * 


E. MATTERS TO BE PRESENTED TO ANY MEETING OF SECURITY HOLDERS AT WHICH 
ACTION PURSUANT TO THE PROXY IS TO BE TAKEN BUT WHICH ARE 
NOT TO BE ACTED UPON PURSUANT TO THE PROXY 

Item 16. If the persons making the solicitation are informed that any other person in- 
tends to present any matter for action at any meeting of security holders at which 
action pursuant to the proxy is to be taken, and if the persons making the solicita- 
tion intend that such matter shall not be acted upon pursuant to the proxy, make 
a statement to that effect, identifying the matter and indicating the disposition 
proposed to be made thereof at the meeting in the event the disposition thereof is 
within the control of the persons making the solicitation. 





PROMISSORY LIABILITY. II* 
Matcotm P. SHarpt 


Il. THE LIMITS OF LIABILITY 


HE making and breaking of promises may cause readily discern- 

| ible economic harm, as to which provision must normally be 

made by courts. Contractual responsibility is moreover the most 

important of the ideas used in the organization of enterprise in the nine- 

teenth and early twentieth centuries. The controlling idea of freedom 

of choice in the conduct of practical affairs has, as a corollary, the se- 
curity of expectations created by the exercise of free choice. 

Not every undertaking that has been defined as a promise is, however, 
“enforceable”; and some undertakings which are normally enforceable by 
means of familiar remedies, may, under other circumstances be either en- 
tirely unenforceable or enforceable to only a limited extent 

Difficulties which have appeared in the evolution of contractual re- 
sponsibility have left their vestigial traces in the modern law. The danger 
of fabricated claims is guarded against, though only more or less syste- 
matically, by Statutes of Frauds and Statutes of Limitations. Certain no- 
tions of fairness have doubtless contributed to the persistence of old limits 
on the enforceability of promises, as well as to the familiar statutory safe- 
guards. 

For contemporary purposes, a more instructive set of limitations ap- 
pears to result from the recognition that knowledge and foresight must, 
to a certain extent, control the making of promises, if they are to have ra- 
tional and healthy effects. Adjustments between the criminal law and the 
rules of civil liability apart from contract, on the one side, and contract 
law, on the other, must be made under the head of public policy. More- 
over, certain more general notions, for example those notions about equal- 
ity of bargaining position which appear to be expressed in our rules about 
forfeitures, influence decisions on public policy. Finally, the general 
scheme of free contract is to some degree threatened by the economic stress 
of the great depression; and, as in the medieval world, efforts to combine 
freedom with control in the interests of security, appear in our legislation. 

* This is the second and final installment of Promissory Liability. Part I appears in 7 Univ. 
Chi. L. Rev. 1 (1939). 

t Associate Professor of Law, University of Chicago Law School. 
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I. LACK OF SEAL AND CONSIDERATION 


Either a writing sealed and delivered or “consideration”’ is said to be 
necessary if a promise is to be enforced by a court. The seal belongs to the 
most primitive group of phenomena associated with the most elementary 
steps in the evolution of contract; though the action of debt made its ap- 
pearance in the King’s courts before the action of covenant. The formal 
contract enforced in covenant, and the “real” contracts enforced in debt 
and its related forms, proved inadequate to business needs in England, as 
comparable classifications have proved inadequate elsewhere. General- 
ized notions of responsibility known today as “tort” liability were extend- 
ed to protect promissory expectations, and added to form and quid pro 
quo the force of the “detriment”’ characteristic of consideration. 

While the seal as a physical object is very ancient, the Normans were 
apparently responsible for the English notion that a writing carrying a 
sealed impression in wax and delivered to a promisee might express a prom- 
ise which by reason of the form would be given effect by courts. Any 
stamped impression came to serve as well as an impression in wax; and the 
requisites for effective “delivery,” as we have seen,” have become rela- 
tively informal. Legislation and, in some jurisdictions, judicial decisions 
have permitted the substitution of a scroll or any arbitrary mark for the 
marked impression associated with the seal. It is still possible for a court 
to hold, however, that such an impression is essential at common law; and 
the absence of a seal, even if there is consideration, may still have practical 
effects with respect to proof.”” Moreover, while a seal may be as effective 
as consideration for most purposes, its effect may be limited, for example, 
by equity rules about specific performance.” The primitive character of 
the sealed writing, and the vogue of consideration, have led to statutes 
abolishing or limiting the effect of the seal. 

It seems doubtful whether these statutes by themselves have a good 
effect. On the contrary, it seems that the extension of power to make effec- 
tive promises without consideration, subject perhaps to certain safeguards, 
is desirable. Thus, the extension of the effect of the scroll by either statute 
or decision seems desirable. Even the anomalous notion that a recital of 
consideration is as effective as consideration has useful practical effects.” 
The Uniform Written Obligations Act is desirable legislation. 


69 Note 24 supra. 

7 Woodbury v. United States Casualty Co., 284 Ill. 227, 120 N.E. 8 (1918). 
7 Corbett v. Cronkhite, 239 Ill. 9, 87 N.E. 874 (1909). 

™ Schneider v. Turner, 130 Ill. 28, 22 N.E. 497 (1889). 
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It may even be suggested that the following argument has some force. 
The characteristic of the common law seal is an impression on wax on 
paper, generally extended to any marked impression on paper. A scroll 
or any arbitrary mark is similarly an impression on paper which by a 
slight exterision should be equally effective. The words “I intend to be 
legally bound,” or even any words having a like interpretation,’’ may be 
embodied in an impression on paper which should be equally effective at 
common law. 

The recognition of the seal marks a forward step in the enforcement of 
promises. The seal also serves to distinguish the mere statement of inten- 
tion sharply from the promise. It has evidentiary value. Form serves 
further as some safeguard against hasty, improvident, and one-sided un- 
dertakings. 

A combination of quid pro quo and consideration has served somewhat 
similar functions. Historically older, the benefit idea characteristic of 
quid pro quo has combined with the detriment idea characteristic of con- 
sideration, to form our modern doctrine of consideration. Like the seal, 
consideration marked originally a step forward in the enforcement of 
promises; and its persistence as a test seems due to a combination of the 
hardening process which leaves so many vestigial survivals in the law, 
and certain rough practical ideas. Again, the mere statement of intention 
may sometimes be distinguished from the promise by the test of considera- 
tion. The more the circumstances that must be proved, the less is the 
danger of fabricated claims. Again, the combined doctrines of seal and 
consideration furnish some protection against one-sided bargains. 

Modern consideration can hardly be defined by one systematic state- 
ment. The requirement of consideration is in fact a number of alternative 
requirements, and may under various circumstances be satisfied by a vari- 
ety of rather different events. 

Consideration is, most simply, detriment to the promisee or benefit to 
the promisor. Detriment is conduct or the promise of conduct which 
might properly, in relation to the promisor, be different; benefit is an ad- 
vantage or the promise of an advantage which the promisor could not oth- 
erwise properly claim. 

It may be observed as to the word “properly” that there is no more 
“right”’ to recover or defend on an invalid claim or defense asserted in good 
faith and with some basis of reason, than there is deliberately to break a 
contract, as by declining to pay all or part of an admittedly due debt. 


73 Cf. Gilmore v. Kessler, 22 Pa. Dist. & Co. 274 (1934) on interpretation of the Uniform 
Written Obligations Act. 
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If words are used in their ordinary sense, there is no such right;’4 and our 
familiar rules as to consideration depend on views of what parties may or 
may not properly do in taking advantage of strategic positions resulting 
from the inevitable limitations of judicial procedure. One may properly 
test an honest and not absurd, though invalid, claim or defense, and dif- 
ferent conduct or the promise of different conduct may be consideration.’5 
But a debtor, even in real difficulties, may not properly, even on his cred- 
itor’s suggestion, so the courts seem to think, decline to pay any part of 
his due debt; and so paying any part is not consideration for a release of 
the balance.”* The decisions do not depend on inevitable deductions from 
the working notion of a right; but on views, which are not beyond ques- 
tion, about the policy applicable to settlements. The debtor who uses the 
strategic advantage of a defendant’s position to get a benefit might indeed 
be regarded as a party to duress; but other situations may be distinguished 
in the interests of security of settlements and promises generally.”’ 


74 As an effort to conform precisely to examined usage, the following definition of right may 
be suggested. A right is a relation between persons such that the person said to have the right 
may in the event of threatened or actual specified action or inaction on the part of the person 
said to have a correlative duty successfully ask for a court order prohibiting or compelling 
action in the case of threats, or giving damages or imposing a penalty in the case of actual 
action or inaction. A privilege is an expression for a complex of rights, or is without legal 
significance. A power expresses a relationship in which a person can create primary, non- 
substitutional rights, whether or not in violation of duty. An immunity is an expression for an 
exception. A right in personam is paucital, other rights multital; and they commonly appear 
in combination. 

7s Cf. Montgomery v. Grenier, 117 Minn. 416, 136 N.W. 9 (1912); Woodbury v. U.S. 
Casualty Co., 284 Ill. 227, 120 N.E. 8 (1918), holding the surrender of an honest but colorless 
claim or defense not consideration. The mere assertion of even such a claim or defense at the 
same time violates no right. Mere reliance on an invalid defense in court commonly is com- 
bined with an actual or threatened violation of a right. Compare the factors determining 
whether the assertion of a colorless claim may be “duress” for other purposes. See 5 Williston, 
Contracts §§ 1606, 1607 (rev. ed. 1937). As to breach of contract and duress, see note 77 infra. 
As to “tort” liability, see Harper, The Law of Torts §§ 268-73 (1933). The description of the 
legal relationships raising these problems is an interesting problem of terminology. It may 
be suggested that a rather simple and traditional set of terms, if clearly defined, will 
furnish satisfactory solutions. As a practical matter, it is not easy to see why the circum- 
stances creating lack of consideration should not be the same as those creating duress. Cf. 
note 77 infra. 

7 Foakes v. Beer, L.R. 9 App. Cas. 605 (1884); cf. Pinnel’s Case, 5 Co. *117 (1602); 
Couldery v. Bartrum, L.R. 19 Ch. D. 394 (1881); Jaffray v. Davis, 124 N.Y. 164, 26 N.E. 351 
(1891); Rye v. Phillips, 203 Minn. 567, 282 N.W. 459 (1938). A comparable rule applies to 
any attempted compromise occasioned by a threatened breach of contract, without colorable 
legal justification, unless at least there is colorable moral justification for the breach. King v. 
Duluth, M. & N.R., 61 Minn. 482, 63 N.W. 1105 (1895). 

77 Cf. Astley v. Reynolds, 2 Str. 915 (1732); Hartsville Oil Mill v. United States, 271 U.S. 
43 (1926); Pittsburgh Steel Co. v. Hollingshead & Blei, 202 Ill. App. 177 (1916); see 2 Patter- 
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So far as we have gone, detriment may have been suffered or benefit 
conferred before the promise which is the subject of examination. His- 
torically, from the sixteenth century through the eighteenth, any past 
detriment or benefit with peculiar consequences for the promisor might, 
indeed, have emerged as a ground for holding the promisor bound. Thus, 
if a surety requested an advance to a principal, and subsequently to the 
advance made his surety’s promise, he was bound;” and similarly, if one 
requested a benefit for himself, and subsequently promised a return, he 
was bound.”? This is, perhaps, the explanation of the effect of a promise 
on the defense of limitations or bankruptcy.*® Moreover, the principle 
might easily have been extended beyond the cases involving prior re- 
quest. Thus, it is somewhat curious that recovery against one who prom- 
ises to pay another already crippled in saving the promisor’s life, is given 
only by a minority view. In fact, however, the principle is closely limited 
and confined to cases of prior request and cases involving the defenses of 
limitations, bankruptcy and infancy. 

It will be observed that the words used in the definition, “‘in relation to 
the promisor,’’ make performance or promise of performance of what one 
is already under obligation to someone to perform, consideration for an- 
other’s promise,** where the promisee owed no duty—in a sense including 
the duty of a public officer to people generally—to the other, apart from 
the promise; and the description of benefit is meant to include the same 
situation. There seems to be no more circularity in treating the promisee’s 


son, Cases on Contract 86-97 (1935); 5 Williston, Contracts § 1618 (rev. ed. 1937). It will be 
seen that while the rule refusing effect to settlements occasioned by wholly unjustified breaches 
of contract, or prospects of breach, may be an overgeneralization from rough notions of duress, 
it cannot either on authority or practically well be rested on duress; as is apparent when one 
considers the effect on a sealed instrument or money paid, of identical circumstances. On the 
other hand, there appears in some cases excessive reluctance to treat breach of contract, or 
threatened breach, with circumstances of peculiar hardship, as duress. A recognition that, for 
example, there is not likely to be duress when a creditor is, without peculiar economic pressure, 
quite willing to settle, might be accompanied with a consistent recognition that the needs of 
obligees and the strategic positions of obligors rather frequently give an opportunity for duress 
in the traditional sense of the word. 

% Sidenham v. Worlington, 2 Leon. 224 (1585); Laingor v. Lowenthal, 151 Ill. App. 599 
(1909); see Arant, Suretyship § 27 (1931). 

7 Lampleigh v. Brathwait, Hobart 105 (1615); cf. Moore v. Elmer, 180 Mass. 15, 61 N.E. 
259 (1901). 

8 Dickson v. Thomson, 2 Shower 126 (1681); Trueman v. Fenton, 2 Cowp. 544 (1777). 

8: Webb v. McGowin, 168 So. 196 (Ala. App. 1935), cert. den. (with opinion) 168 So. 199 
(Ala. S. Ct. 1936). 

% Cf. McDevitt v. Stokes, 174 Ky. 515, 192 S.W. 681 (1917); DeCicco v. Schweizer, 221 
N.Y. 431 (1917); see note 4 supra. 
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new promise to this particular promisor as involving detriment, than there 
is in any case where a promise is “consideration” for a promise. In fact, 
there seems to be in every such case, a practical detriment, in view of the 
extent to which one risks his standing by the mere making of a serious 
promise. He must either keep the promise or risk a loss of credit. 
Illusory promises are of course not promises at all; though they may be 
mistaken for promises. The mistake in such cases seems a sufficient reason 
usually for holding the other party free. In some cases of one-sided out- 
put or requirement contracts, the reasons for denying recovery, for “want 
of mutuality,” seem to be like the reasons for denying recovery on other 
oppressive promises, like promises of forfeitures, or too broad (but not 
monopolistic) agreements not to compete; but here denial of enforceabil- 
ity on one side may threaten total “failure of consideration” on the other.** 
To be consideration, detriment or benefit, except in cases of ‘“‘past con- 
sideration,” must, finally, be given in exchange for—or in limited old, 
modern, and perhaps expanding classes of cases, simply in reasonable re- 
liance on—the promise which is the subject of examination. The cases 
which throw most doubt on the general validity of so-called promissory 
estoppel are the cases dealing with mere preparations to “‘accept”’ offers.*4 
Here it may be that reflection on the first recognitions of firm offers in 
cases of auctions without reserve and offers for protracted unilateral ac- 


ceptance, and in case of offers by mail, will suggest the development of 
general enforcement of offers expressly or impliedly firm, at least in cases 
of reasonable reliance in conduct, in the common law.*s Moreover, the 
early cases of a creditor’s oath or other proof as consideration,*° and the 


83 Cf. T. W. Jenkins & Co. v. Anaheim Sugar Co., 247 Fed. 958 (C.C.A. oth 1918); Nassau 
Supply Co. v. Ice Service Co., 252 N.Y. 277, 169 N.E. 383 (1929). See Havighurst and Ber- 
man, Requirement and Output Contracts, 27 Ill. L. Rev. 1 (1932). 

84 Corbett v. Cronkhite, 239 Ill. 9, 87 N.E. 874 (1909); cf. Richelieu Hotel Co. v. Int’l 
Military Encampment Co., 140 Ill. 248, 29 N.E. 1044 (1892); Threlkeld v. Inglett, 289 Ill. go, 
124 N.E. 368 (1918); Plumb v. Campbell, 129 Ill. 101, 18 N.E. 790 (1888); Estate of Mary 
Beatty v. Western College, 177 Ill. 280, 52 N.E. 432 (1898), for example, in indicating a dis- 
position to give effect to reasonable reliance. But cf. Dunshee v. Dunshee, 255 Ill. 296, 99 
N.E. 593 (1912), applying the rule of Kirksey v. Kirksey, 8 Ala. 131 (1845). 

4s See Part I, Section 3, supra. Notice again the treatment of the cases in notes 25 and 26, 
as a reminder that an offer may, on any view, be so conditional that what at first looks like 
reasonable reliance will turn out on examination to be unreasonable. It is not decisions on 
properly conditional offers, but decisions on firm offers, which raise the difficulty about the 
effect of reasonable reliance. On the other hand, the other lines of “‘offer’”’ cases here referred 
to indicate a recognition of the business significance of the firm offer, which may well increas- 
ingly be given effect, and particularly in cases of reasonable reliance in deciding on and carry- 
ing into effect a course of business conduct. 

86 Sturlyn v. Albany, Cro. Eliz. 67 (1587). 
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steady course of decisions against parties in the nature of benevolent 
bailees in assumpsit,*’ indicate a sound historical basis for giving reason- 
able detrimental reliance in conduct, quite apart from “‘bargain”’ or “ex- 
change,” the effect of consideration. Thorne v. Deas** seems to mark a 
backward step. Since then the effect given reliance in certain cases of mere 
gift,*® charitable subscriptions®® and promissory gifts of land later im- 
proved” in particular, as well as the liability of benevolent bailees for 
‘“‘nonfeasance’’* and parties with partial properties for “‘misfeasance”’ to- 
ward the other partial interests®*—these phenomena in particular suggest, 
though they do not assure, the systematic development of the old notion 
that reasonable detrimental reliance in conduct is consideration.® 

A noteworthy limit on the doctrine of consideration is brought out by 
contrasting the more or less related notion of value. One might suppose 
that a surety’s promise made after an advance would be binding because 
of the risk which it creates, if for no other reason.°* The promisee may, 


87 Coggs v. Bernard, 2 Ld. Raym. 909 (1703). See Langdell, Cases on Contracts, Summary 
§§ 66-8 (2d ed. 1879). 

88 4 Johns. (N.Y.) 84 (1809). The old cases there relied on were hardly understood until 
Ames wrote, and in any event did not on the reported facts involve any reliance in conduct. 
Kirksey v. Kirksey, 8 Ala. 131 (1845), is a familiar application of the supposed rule that con- 
sideration must be “bargained for,” somewhat—though, as the surety’s obligation shows, not 
precisely—like quid pro quo in debt; cf. Bigelow v. Bigelow, 95 Me. 17, 49 Atl. 49 (1901). 
Quid pro quo in a progressive system may properly supplement detriment, for example in 
some cases of promises to or for “third parties”; but it is hard to see why it should limit the 
effect of the detriment which was characteristic of assumpsit, and which seems historically 
and practically to include reasonable reliance in conduct. See notes 1-5 supra. 


89 Ricketts v. Scothorn, 57 Neb. 51, 77 N.W. 365 (1898). For a life of Mr. Justice Sullivan, 
who wrote the opinion, see Lightner, John J. Sullivan, 10 Neb. L. Bull. 198 (1931). He was 
evidently an able and practical lawyer. 


9 Cf. Allegheny College v. Nat’l Chautauqua County Bank, 246 N.Y. 369, 159 N.E. 173 
(1927) (in fact an extension of responsibility beyond the limits of the older subscription cases, 
and to a case where no reliance in conduct was shown). 

91 Seavey v. Drake, 62 N.H. 393 (1882). 

% Siegel v. Spear & Co., 234 N.Y. 479, 138 N.E. 414 (1923). 

93 Barile v. Wright, 256 N.Y. 1, 175 N.E. 351 (1931); cf. Kirby v. Brown, Wheelock, Harris, 
Vought & Co., 229 App. Div. 155, 241 N.Y. Supp. 255 (1930), rev’d on the facts but not the 
law 255 N.Y. 274, 174 N.E. 652 (1931); cf. Beck v. Sheldon, 259 N.Y. 208, 181 N.E. 360 (1932); 
Hammond Co. v. Standard Oil Co., 259 N.Y. 312, 323, 181 N.E. 583, 587 (1932). But cf. 
Holden v. Efficient Craftsman Co., 234 N.Y. 437, 138 N.E. 85 (1923). 


%4 With the enactment of the Uniform Written Obligations Act and the unqualified recog- 
nition of the principle expressed in Section go of the Restatement of Contracts, Pennsylvania 
has made a notable advance; Fried v. Fisher, 328 Pa. 497, 196 Atl. 39 (1938). 

95 Pillans v. Van Mierop, 3 Burr. 1663 (1765); cf. American Multigraph Sales Co. v. Grant, 
135 Minn. 208, 160 N.W. 676 (1916), representing the modern authoritiescontra. See note 78 
supra. 
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for example, make further advances to the principal or forego opportu- 
nities to get “real” security, without being able to prove, or even say, 
clearly, that he has acted in reliance on the surety’s undertaking. It seems 
that business promises, that is, promises connected with ordinary com- 
mercial transactions, should generally be enforced, at least where there is 
a written memorandum. The argument applies to commercial offers, even 
apart from reliance in conduct. 

Along with the language in some of the letter of credit cases,®* an inter- 
esting group of decisions suggests that the line between consideration and 
value may become blurred and finally eliminated, to the extent that a 
promise merely to secure an existing debt will be treated as though given 
for consideration, in the same way that a transfer merely to secure an ex- 
isting debt is treated as though given for value.®’ Rules limiting the power 
of promisor and promisee to agree to a discharge, where a “creditor bene- 
ficiary” has heard of their arrangement may illustrate a comparable de- 
velopment, and must depend on comparable reasons.” The similar rules 
protecting a “donee beneficiary” against common action by promisee and 
promisor are more exceptional and striking. 

It will be observed that the familiar classifications of promises enforce- 
able in court have considerable capacity for expansion. The notion of 
form may be expanded to include more or less systematic writing. It may 
be increasingly thought that an undisputed due debt may be released on 
payment of a smaller sum as properly as a promise may be made in return 
for the surrender of a groundless but colorable and honest claim or de- 
fense; in the absence at least of circumstances showing that the debtor is 
taking undue advantage of the creditor’s urgent needs and his own strate- 
gic advantages as a defendant in litigation. The release, that is, may be 
given increasing effect, subject to safeguards resulting from a sensible 
development of the significance of economic duress in law. The notion of 
past consideration may well be extended, particularly in cases where 


9° American Steel Co. v. Irving Nat’l Bank, 266 Fed. 41 (C.C.A. 2d 1920). 


97 Elgin Nat’l Bank v. Goecke, 295 Ill. 403, 129 N.E. 149 (1920); Thompson v. Franklin 
Nat’l Bank, 45 App. D. C. 218 (1916); West Rutland Co. v. Houston, 104 Vt. 204, 158 Atl. 
69 (1932); cf. American Nat’l Bank v. Kerley, ro9 Ore. 155, 199, 220 Pac. 116, 130 (1923); 
see Sturges, Cases on Credit Transactions 202, note 72 (2d ed. 1936). 

8 Bay v. Williams, 112 Ill. 91 (1884). A case in which the facts illustrate both the reason 
for the general rule and the reason for an exception when the contract between promisor and 
promisee is still executory on both sides is Hartman v. Pistorius, 248 Ill. 568, 94 N.E. 131 
(1911). The general rule seems hardly consistent with, and at the same time preferable to, a 
rule permitting a promisee in a creditor-beneficiary situation to recover the entire amount of 
an obligation before he was himself paid. Meyer v. Hartman, 72 Ill. 442 (1874). See the author’s 
review, Williston on Contracts, 4 Univ. Chi. L. Rev. 30, 41-2 (1936). 
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quasi-contractual relief is prevented only by a presumption in favor of 
neighborly action without expectation of pay. 

Ordinary notions of detriment and benefit can be applied in such a way 
as to make effective the promise made in exchange for the performance or 
promise of performance of a duty owed to a third person. Detriment and 
benefit similarly give a roughly businesslike solution of the problem of 
mutual promises; while difficulties resulting from illusory or harsh re- 
quirement and output contracts can be dealt with sometimes by the ap- 
plication of mistake doctrines, sometimes, perhaps, frankly by the applica- 
tion of something like forfeiture rules. 

The increasing disposition to treat preparation for something like ac- 
ceptance as the equivalent of acceptance, for example, in cases of auctions 
without reserve and the commencement of protracted unilateral accept- 
ance, may lead to an extension of notions of promissory estoppel to cases 
of preparation to accept generally. The cases enforcing promises to make 
gifts to charities, and to make gifts of land, as well as the promises of man- 
datories, because of reasonable reliance, may well be increasingly general- 
ized to cover all cases of reasonable reliance. Finally, the risk of reliance, 
even where it cannot be proved, may be seen as a sufficient reason for en- 
forcing promises generally, and more particularly for enforcing promises 
given to secure existing business obligations. 

Legislation might well accelerate the process of development here sug- 
gested. In particular, the legislation proposed by the English Law Revi- 
sion Committee is framed with a view simply to expanding the common 
law classifications.®® 

A more simple legislative solution seems, however, preferable. It would 
seem desirable to provide that promises shall no longer be unenforceable 
because of lack of seal or consideration or both. The purely benevolent 
promise ought, perhaps, to be subject to safeguards; and such a promise 

% See Report of the English Law Revision Committee, The Statute of Frauds and the 
Doctrine of Consideration, 15 Can. Bar Rev. 585 (1937); see also State of New York Law Re- 
vision Commission, Report, Recommendations and Studies, 1936, 65-374 (1936). The situa- 
tion in Illinois is the center of attention in a series of notes. See Contracts without Considera- 
tion; The Seal and the Uniform Written Obligations Act, 3 Univ. Chi. L. Rev. 312 (1936); 
Some Aspects of Delivery: Specialties and the Uniform Written Obligations Act, 3 Univ.Chi. 
L. Rev. 488 (1936); Some Aspects of the Law of Release of Claims in Illinois, 5 Univ. Chi. L. 
Rev. 455 (1938); Some Aspects of the Law of Gratuitous Promises in Illinois, 5 Univ. Chi. L. 
Rev. 446 (1938); Promissory Obligations Based on Past Benefits or Other Moral Considera- 
tions, 7 Univ. Chi. L. Rev. 124 (1939). A note on reasonable reliance in commercial matters 
will appear in a following number of this volume of the University of Chicago Law Review. 
See also The Present Status of the Sealed Obligation, 34 Ill. L. Rev. 457 (1939). For translated 


material on somewhat comparable matters in Continental European law, see Rheinstein, 
Materials on Comparative Law of Contracts, c. 2, pt. I (mimeo. ed. 1939). 
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described as one not made in payment for prior conduct on the part of the 
promisee, nor occasioning reasonable alterations of conduct, nor made as 
a step in the formation of a business contract, nor made to secure the per- 
formance of a business contract, nor made by way of settlement or made by 
way of modification of claims. A peculiarly benevolent promise of this sort, 
including the much debated but actually unimportant social engage- 
ment, might be made enforceable only if it contained some affirmative in- 
dication, besides the words construed as a promise, that the promisor rec- 
ognized their practical effect in creating dependable expectations. Further 
formal safeguards for this situation might be developed, drawing on sug- 
gestions from such sources as the Roman stipulatio and the comparable 
insistence on words of promise in the Uniform Written Obligations Act. 

It may be that a reasonably systematic treatment of the social engage- 
ment, eliminating it entirely from the class of enforceable promises, would 
best satisfy our notions of social fairness; and avoid debate about what ap- 
pears, even in Continental Europe, a relatively unimportant matter. A 
general definition could easily be developed, which the good sense of 
judges could apply. 

The statute in question might in general terms encourage the extension 
of concepts of economic duress occasioned by threats of breach of con- 
tract. It might also require not a formal writing, but a Statute of Frauds 
memorandum, in some cases of suretyship for business promises where 
the surety receives no business benefit on his own account; and extend 
Lord Mansfield’s treatment of a business surety’®® by making such a 
memorandum sufficient, as well as necessary, to make the benevolent, 
friendly or familial surety’s promise to back a business principal binding. 
It is worth while noting that while a majority of the English Law Revision 
Committee thought the Statute of Frauds, except in land cases, should be 
abolished entirely, a minority dissented solely on the point that benevo- 
lent sureties should receive some such protection as that given by the 
Statute of Frauds. 

2. THE STATUTE OF FRAUDS 

Caution and uneasiness about treating promises as generally enforce- 
able appears not only in consideration doctrine but also in the Statute 
of Frauds itself. The statute requires that specified promises must be 
recorded in a signed writing. The contracts which must be in writing 
are contracts in consideration of marriage, held not to include simple 
contracts to marry, contracts not to be performed within a year, contracts 
“to answer for the debt, default or miscarriages of another person,” cer- 


1° Pillans v. Van Mierop, 3 Burr. 1663 (1765). 
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tain personal undertakings of executors or administrators, contracts and 
a variety of other transactions affecting interests in land, and certain ex- 
ecutory contracts for the sale of chattels for more than a minimum stated 
amount. The original statute, passed in 1677, has been copied with vari- 
ations and sometimes additions in common law jurisdictions. 

The English Law Revision Committee, as has been observed, recently 
criticized the statute. The Committee, with a dissent only about sureties’ 
contracts, recommended the abolition of the statute, except with respect 
to land matters which were not within the scope of the Committee’s re- 
port. Its report referred to judicial praise, but more particularly to judi- 
cial criticism of the statute, and recalled the familiar disposition of judges 
to limit its operation in every possible way. 

More important, anomalies in the statutory scheme and objections to 
its entire policy were pointed out. Thus, the Committee failed to find any 
plausible reason for the requirement that contracts not to be performed 
within a year must be in writing.** The policy supposed to be behind the 
requirement appears to be something like the policy of the Statute of 
Limitations; but the real difficulties of the sort contemplated arise not 
because performance is to extend over a long period, but because of the 
lapse of a long period between grounds of action and proof. Again, the 
Committee pointed out that if any purpose is served by a requirement that 
sales contracts involving more than a minimum sum must be in writing, 
the same purpose presumably requires that all contracts involving more 
than the same sum must be in writing. In the judgment of the Committee, 
the real difficulty with the statute is that it imposes an unnecessary, and, 
therefore, undesirable limit on the enforcement of promises and contracts; 
and it should, therefore, be repealed. 

The most interesting of the problems arising under the statute are the 
suretyship problems. Here, a majority of the Committee thought the 
statute unnecessary; and the limitations on the operation of the statute 
developed by the courts suggest, at least, the need of amendment in the 
interests of certainty and fairness. 

Two groups of cases indicate the factors which have influenced quali- 
fication or limitation of the words of the statute by judicial decision. In 
one group of cases, the most that can be said for the decisions is that situa- 
tions of such complexity as to require unusual particularity of proof, are 
felt to be so safeguarded by ordinary requirements of proof as not to re- 


01 The questionable policy of this provision, along with general hostility to the statute on 
the part of judges, may be reflected in the construction of “not to be performed within the 
space of one year from the making thereof”; cf. Boydell v. Drummond, 11 East 141 (K.B. 
1809); McDonald v. Fitch, 281 Mass. 528, 183 N.E. 348 (1933). 
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quire the additional safeguard of writing. An example is the contract to 
indemnify a surety." 

A more interesting group of cases, now producing more uncertainty and 
suggesting interesting possibilities of amendment, are the cases involving 
the surety who has received some readily discernible personal benefit from 
the transaction in which he is surety. Not every such surety is excluded 
from the protection of the statute. For example, the more or less condi- 
tional surety’s promise, the guaranty, and the non-conditional promise 
made after the principal’s promise, though made for consideration or even 
compensation, must each be in writing, unless they fall within limited ex- 
ceptions. 

On the other hand, puzzling and suggestive exceptions from the statute 
appear to depend on the feeling that a surety who has received a discerni- 
ble personal benefit in the transaction should be bound by his contract 
whether or not it is in writing. Thus, the surety who is a joint obligor is 
bound whether or not the contract is in writing.’*? The rule is said to de- 
pend on the notions that there is only one debt, that the benefit accruing 
to one joint debtor necessarily accrues to the other, and that hence the 
surety’s promise must be regarded as made for a quid pro quo as well as 
consideration. The quid pro quo principle is not, however, carried out con- 
sistently, as is seen in the case of compensated sureties whose promises 
may fall within the statute. 

A related group of cases has developed the so-called “main purpose” 
rule. If a surety has made his promise in assigning a claim for whose pay- 
ment he thus becomes surety, or if he becomes surety for a claim secured 
by “real” security which he thus releases in his own interest, he is within 
rather well recognized limits of the “main purpose’ exception to the stat- 
ute. As soon as his promise is outside these somewhat arbitrary classes, 
his position is uncertain, and the more so because the supposed reason for 
the exception, if consistently applied, would apparently greatly extend the 
main purpose exception. It may be suggested, indeed, that the policy of 
the statute requires its application only to the surety who is “benevolent”’ 
in a very limited sense, who acts from motives of friendly or familial good 
will, and not from motives ultimately affected by ordinary business gain. 
Thus, the “main purpose” exception suggests that a large group of surety- 
ship contracts, including, for example, the case where a surety backs a 
customer’s account, might well be excluded from the operation of the 
statute.*°4 


ta Resseter v. Waterman, 151 Ill. 169, 37 N.E. 875 (1894). 
‘03 Gibbs v. Blanchard, 15 Mich. 292 (1867). 
*°4 Cf. Witschard v. Brody & Sons, 257 N.Y. 97, 177 N.E. 385 (1931). 
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In any event, it appears that the statute requires reconsideration and 
improvement. It is familiar that the writing required by the statute is not 
in the ordinary sense a form, for it may consist of notations of various 
sorts made after the communications which are depended on to create sig- 
nificant relations between the parties.’*> It would not be difficult to clarify 
some of the uncertainty about what is a memorandum sufficient to satisfy 
the statute. It is, for example, not perfectly obvious that a real admission 
made in the course of litigation should not satisfy the statute. It may be 
useful to recall, further, that the peculiar suretyship promises, highly 
conditional and thus a kind of “guaranty,”’ made by commercial endorse- 
ments, are not within the statute. This observation suggests the utility of 
simplifying the requirements for a suitable memorandum. For example, 
a writing on a commercial instrument, as by words of “guaranty,” which 
may be neither an endorsement nor a sufficiently full record to satisfy 
the statute, might well be made a sufficient “memorandum.” 

That a contract unenforceable because it lacks either seal or considera- 
tion is different from a contract made unenforceable by the statute, is in- 
dicated further by the rule that a contract of the latter sort is effective 
except for purposes of action between the “parties” to it." The statutory 
requirement is thus not strictly a requirement of form; and its source and 
history are different from the source and history of those arbitrary sym- 
bols which are given the effect of form. The Statute of Frauds belongs for 
many purposes with the Statute of Limitations. It is designed to prevent 
the fabrication of claims and the misuse of judicial processes. 

Nevertheless, the requirements of the statute do serve most of the prac- 
tical purposes of form, in distinguishing casual statements of intention 
from promises, facilitating proof, and serving as something of a safeguard 
against hasty, improvident, and one-sided undertakings. 

We thus return to the suggestion made at the end of the last section. 
In making promises more and more enforceable, regardless of older rules 
about form and consideration, legislatures and courts should doubtless 
consider the desirability of giving some protection to the properly benevo- 
lent surety. Any simple notation intelligibly indicating the existence or 
general terms of a promise, including notations with intelligible conven- 
tional commercial significance, might be treated as necessary and suffi- 
cient to make his promise enforceable, subject only to limits to be men- 
tioned or discussed in the following sections. 

*¢s Dunlap v. Hopkins, 95 Fed. 231 (C.C.A. 7th 1899); Schmoll Fils & Co. v. Wheeler, 242 
Mass. 464, 136 N.E. 164 (1922). 


16 Chicago Dock Co. v. Kinzie, 49 Ill. 289 (1868); Amsinck v. American Ins. Co., 129 
Mass. 185 (1880). 
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If some modern form is required for the simply benevolent promise in 
the sense described in the last section, a similar form may be required for 
the extraordinary case where a benevolent promisor is backed by a benevo- 
lent surety. But where a business promisor is backed by a benevolent 
surety, in the sense here described, the simplest intelligible notation of 
the surety’s promise should be sufficient. 


3. MISTAKE 

In extending promises which are enforceable, by the modification or 
elimination of requirements of form, consideration and writing it will at 
once be observed that the assumptions of our system of free contract re- 
quire the recognition and perhaps, at points, the extension of other limits 
on the enforcement of what have been defined as promises. 

Thus, it has been observed that promises which would otherwise be 
enforced cannot be enforced if made under duress. Promise might, indeed, 
originally have been defined in such a way as to exclude words spoken un- 
der the influence of duress, fraud or mistake. It seems, however, that the 
original definition at once conforms to normal usage, and requires us sys- 
tematically to consider the practical reasons for our rules limiting the en- 
forceability of promises as originally defined. 

A number of reasons will naturally occur to anyone for our rules about 
the simpler forms of duress, including reasons about the policy behind 
criminal and tort rules. It has already been suggested that the exten- 
sion of promissory responsibility should be accompanied by a qualifying 
extension of recognition that reliance on groundless contract defenses 
may make a resulting contract unenforceable for the reasons summed 
up in the phrase “economic duress.” The distinguishing feature of eco- 
nomic duress seems to be the use of pressure, “‘illegal” on independent 
grounds, to secure the kind of transaction which the assumptions of our 
economic system require us to recognize as unhealthy. The test can be 
readily determined from the test developed to deal with the related but 
subtler problems of mistake.'®” 

Similarly, fraud, deliberate, negligent, or faultless nondisclosure, and 
negligent or innocent misrepresentation, create a variety of situations in 
which promises are unenforceable. In this discussion, the principles ap- 
plicable to these situations may, again, be indicated by an examination of 
the principles applicable to mistake. Nondisclosure in fiduciary relations, 
for example, gives various rights or remedies to persons who take only 
limited risks in dealing with their fiduciary associates, relying confidently 

‘7 For a study of the influence of general ideas and economic forces on the law in such 


matters, see Dawson, Economic Duress and the Fair Exchange in French and German Law, 
11 Tulane L. Rev. 345, 12 ibid. 42 (1937). 
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on full disclosure of all relevant circumstances.’ Again, even the most 
innocent misrepresentation may limit the hearer’s sense of the scope of 
the risks he takes in a transaction, and so increase the number of impres- 
sions on which he may confidently rely.'° 

Some problems of mistake, as the word is popularly used, have already 
been discussed. Thus the existence of a promise for any purpose may be 
prevented by mutual misunderstanding, equally reasonable on the part 
of each party, of what is in the other’s mind when he uses symbols which 
are thus misunderstood. A number of other kinds of mistake, rather un- 
systematically grouped together, similarly prevent the existence of a con- 
tract or transaction for any purpose. Mistake about the nature of a trans- 
action, like “fraud in the factum,”’ is generally said to prevent the exis- 
tence of the transaction for any purpose, though troublesome questions 
about bona fide purchasers may be imagined. Again in England, where 
rescission for breach of warranty has been limited, errors as to subject mat- 
ter have been held to prevent the existence of transactions of sale; and an 
occasional similar decision may be found in this country. Finally, errors 
as to the person with whom one is dealing may, in case the dealing is not 
face to face, so invalidate the transaction that even a bona fide purchaser 
from the supposed buyer in possession may be denied protection. In these 
cases we say that the transaction is not even effective “at law’’; and there 
need be no resort for relief from the business consequences of words used, 
“to equity.” More curiously, one-sided unreasonable misunderstanding, 
“unilateral misunderstanding,” is thought not to affect the force of a trans- 
action either at law or in equity, though the situation, both psychologi- 
cally and commercially, is close to unilateral mistake about the legal effect 
of words. 

On the other hand, in another group of cases, the simple results which a 
consistent application of objective theory would require, are complicated 
by the peculiar effect attributed to writing. Where there is mutual mis- 
take of expression in an agreement recorded in writing, the parties have 
understood each other perfectly, and expressed to each other their correct 
understanding in other ways, apart from the writing. In opposition to 
perfectly adequate evidence of other sorts, the writing by itself indicates 
an interpretation of the transaction inconsistent with its proper objective 
interpretation. Because of the weight attached to writing, however, the 

:°8 Cf. Bank of Monroe v. Anderson Bros. Mining Co., 65 Iowa 692, 22 N.W. 929 (1885); 
see Arant, Suretyship 77-81 (1931). 


+09 St. Louis-San Francisco R. Co. v. Cauthen, 112 Okla. 256, 241 Pac, 188 (1925); Bloom- 
quist v. Farson, 222 N.Y. 375, 118 N.E. 855 (1918). 
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transaction has been treated as correctly recorded in writing “at law,” and 
relief for mutual mistake of expression has traditionally been given only 
“in equity.”” We have already seen how the consequences of this distinc- 
tion, as they appear, for example, in rules about issues for judge or jury, 
may be expected to disappear. 

The definition and treatment of the notion of a promise cover misunder- 
standing and mutual mistake of expression. It is possible that the kinds of 
misunderstanding and mistake which may or may not affect the existence 
of a transaction at law should be treated like those errors about the out- 
side world, mistakes of law, and unilateral mistakes to which we are now 
turning. In these latter cases there is a promise, as promise has been de- 
fined, and its objective meaning is clear. There is a transaction at law, 
with practical consequences for example as to bona fide purchasers and 
answers to claims for rescission, while relief, if it is available at all, is given 
on “equitable”’ principles or in equity, subject to traditional equitable lim- 
itations. 

Mutual errors as to the external world may deprive a transaction of its 
normal consequences or some of them. A serious error as to the nature or 
fact of a personal injury may invalidate the settlement of a claim for the 
injury.“° Errors as to the characteristics of animals™ or jewels’ have 
provided material for theoretical discussion and occasionally for litigation. 
Errors as to the area and boundaries of land have created some difficult 
questions for courts."3 Finally errors, unaccompanied by fraud, signifi- 
cant nondisclosure, or any misrepresentation, about the assets behind ob- 
ligations, present similar problems in special but significant form."4 

In cases where a promise or set of promises is made under the influence 
of error about the external world in the minds of both parties, there are 
strong reasons for giving full effect to the promises as made. The making 

+1¢ St. Louis-San Francisco R. Co. v. Cauthen, 112 Okla. 256, 241 Pac. 188 (1925) (alterna- 
tive ground of decision); Grand Trunk Western R. Co. v. Lahiff, 218 Wis. 457, 261 N.W. 11 
(1935) (useful test; questionable application); cf. Bell v. Lever Bros., [1932] A.C. 161 (settle- 
ment upheld; classical but not very helpful tests; defensible result). 

+11 Sherwood v. Walker, 66 Mich. 568, 33 N.W. 919 (1887). 

12 Wood v. Boynton, 64 Wis. 265, 25 N.W. 42 (1885). 

13 McGinnis v. Boyd, 279 Ill. 283, 116 N.E. 672 (1917); New Jersey Power & Light Co. v. 
Buck, 117 N.J. Eq. 10, 174 Atl. 570 (1934); Paine v. Upton, 87 N.Y. 327 (1882) (mistake as 
to area; reformation against grantor by deduction from price; anomalous, but well settled). 

‘14 Lindeberg v. Murray, 117 Wash. 483, 201 Pac. 759 (1921) (reconstruction of corporation; 
large transaction); Costello v. Sykes, 143 Minn. 109, 172 N.W. 907 (1919) (ordinary sale; 
smaller transaction). As a precaution against too great readiness to approve relief, consider 
Price v. Neal, 3 Burr. 1355 (1762); Fidelity & Casualty Co. v. Planenscheck, 200 Wis. 304, 
227 N.W. 387 (1930). 
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and breaking of promises, particularly contractual promises, has serious 
practical consequences which have already been observed. Any disposi- 
tion to limit promissory responsibility must be considered and limited 
carefully, in order to avoid interference with the security of promissory ex- 
pectations. Business men recognize and generally approve the risk taking 
functions of contract; they are more or less clearly aware of the uncertain- 
ty about both present and future which surrounds the making of most 
promises. But if the parties to a contract confidently count on the ex- 
istence of a state of facts about which they turn out to be mistaken, and 
the mistake is prejudicial, the resulting transaction is seen not to conform 
to our notions of healthy bargaining and trade. Such a transaction is apt 
to be less serviceable than a reasonably well informed transaction; and it 
does not conform to the classical economic standards for a healthy sys- 
tem of free trade. The informed and equal dealers who are relied on for 
the intelligent allocation of community resources are absent from such a 
transaction. 

Accordingly in cases of mutual mistake, where the mistake is about a 
“basic assumption,” relief against the normal effects of the transaction is 
given in equity, subject to equitable limitations. The exception which 
brings out the significance of the rule is mistake of law, though it has been 
suggested that relief for mistake of law has been limited only so far as 
people generally are more or less aware of their uncertainty about law, and 
so take the risk of mistakes of law in entering into bargains.“5 This gen- 
eralization may be a clue to the future development of the law; and it is 
suggested by the disposition to make exceptions to the exception and al- 
low relief for some mistakes of law, for example mistakes where parties 
have concentrated on specific rights in some jurisdictions, and mistakes 
about the legal effect of language™’ generally. 

There is considerable disposition, though some of the studies seem to 
overstate it, to limit relief for mistake to cases of mutual mistake, and 
deny relief in cases of so-called unilateral mistake. It has been suggested 
on the other hand that the strongest line of authority opposed to relief for 
unilateral mistake depends on the view that a builder warrants the accu- 
racy of his figures in submitting bids to persons not engaged professionally 
in building."* 

15 Doll v. Earle, 59 N.Y. 638 (1874). See Rest., Restitution c. 2, topic 3 (1937); Mistake 
of Law: A Suggested Rationale, 45 Harv. L. Rev. 336 (1931). 

86 Cf. Holt v. Markham, [1923] 1 K.B. 504. 

17 Snell v. Ins. Co., 98 U.S. 85 (1878). 


+18 Steinmeyer v. Schroeppel, 226 Ill. 9, 80 N.E. 564 (1907). Contra: St. Nicholas Church v. 
Kropp, 135 Minn. 115, 160 N.W. 500 (1916). 
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It is difficult to see why relief should be confined to cases of mutual mis- 
take. There seems to be some impression that mutual assent is impaired 
by the kind of mutual error we have been discussing, whereas it is clearly 
not impaired by unilateral error or unilateral mistake of expression. A 
moment’s reflection will indicate, however, that mutual assent is not in 
any way impaired by mutual error, in the traditional sense in which the 
words “mutual assent” have been used. There may be a promise, in the tra- 
ditional sense in which we have used the word, even though both parties 
have made an error about a basic assumption; just as there may be a 
promise when one party has made a slip of the pen, a unilateral mistake 
of expression. 

The extreme and simple case of unilateral mistake is indeed the case 
where one signs the wrong paper and sends it off to his correspondent by 
way of the acceptance of an offer already made; discovering the mistake 
at once, and notifying the correspondent before the communication has in 
any way affected his conduct." Here it appears persuasively that the 
same reasons which require relief in cases of mutual error may also re- 
quire relief in any case of unilateral mistake. 

The objective theory of contracts is not really threatened by such a 
suggestion, for relief from the consequences of the transaction will be al- 
lowed subject only to equitable limitations. Thus it is commonly said that 
change of position on the part of the person relying on the transaction will 
defeat relief for mistake. The mistaken person has perhaps merely by 
making a promise assumed some risk. He seems, however, in no worse a 
position than one who negligently misstates a fact. Apart from odd deci- 
sions about the measure of damages for deceit, a consistent treatment of 
liability would, it seems, require the mistaken party at most to make good 
the loss of the other party from the transaction as a whole, as a condition of 
relief against other consequences of the transaction. The mistaken party 
would thus of course make restitution and compensate the other party 
normally for expenses incurred in reliance on the promise as made; but the 
mistaken person would be relieved from liability for expectation dam- 
ages."° 

Similarly in cases of mutual mistake, it may well be that change of posi- 
tion of the person relying on the transaction, should not be treated as a 

9 Miller v. Stanich, 202 Wis. 539, 230 N.W. 47 (1930). 


1° Page v. Higgins, 150 Mass. 27, 22 N.E. 63 (1889); R. E. Jones Ltd. v. Waring & Gillow 
Ltd., [1926] A.C. 670 (a case, it seems, of unilateral error; with a statement of a principal of 
relief like that here suggested; but a curious application). See Some Aspects of the Law of 
Mistake in Illinois, 5 Univ. Chi. L. Rev. 446 (1938). For material on duress, fraud, and mistake 
in Continental European law, see Rheinstein, op. cit. supra note 99, at c. 2, pt. II. 
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sufficient objection to relief from some of the consequences of the trans- 
action. Restitution of benefits received on both sides will of course be re- 
quired if the transaction is not given full effect. Each party would other- 
wise receive an unpaid-for windfall, not the result of a sufficiently informed 
bargain or gift, at the expense of the other. Moreover the party seeking 
relief for mutual mistake may in some cases properly be required to pay 
reliance damages to the other party, as a condition of relief, though where 
neither is in any way more at fault than the other, the equal treatment of 
equals would seem to require the equal sharing of simple reliance elements 
of damage. 
4. BASIC EXPECTATION AND IMPOSSIBILITY 

A close relationship between mistake and impossibility has been com- 
monly observed. Again, all the practical reasons for enforcing promises 
need to be remembered, and appropriate caution used in relieving parties 
to contracts from the normal consequences of their words, on the grounds 
of supervening impossibility. It is, of course, never impossible to render a 
judgment binding a party to a contract, or his estate, regardless of the 
events which followed formation of the contract. At the same time, like 
mistake about present facts about which the parties are confident, lack 
of foresight about future events as to which the parties are confident, re- 
sults in a transaction whose practical consequences are apt not to be de- 
sirable, and which must be regarded as unfair when tested by the econo- 
mist’s ideal of an informed and equal bargain. 

Accordingly, as in cases of mistake, caution in granting relief for im- 
possibility appears along with rules or a principle recognizing relief in cer- 
tain cases. Here, it may be expected that the influence of the relatively 
flexible rules governing mistake will gradually modify the rather rigid 
limits set upon relief for impossibility. The explanation for the difference 
may be that relief for mistake was worked out largely in equity or under 
the influence of equity, while the defense of impossibility has been devel- 
oped by the law courts; or it may be that the difference is due to the more 
or less accidental influence of strong language in early cases, strictly limit- 
ing the effect of impossibility. 

In any event, there has been a disposition to say that the defense is 

41 Note 17 supra. At this point consider again the situations in which mistake is said to 
render a transaction wholly ineffective, that is “void,” that is no transaction even “at law”; 
and the treatment of such situations. Consider also the situations of simple unreasonable 
“misunderstanding” on one side, where there is said to be in all cases “a contract,” even “in 
equity.” See 1 Williston, Contracts §§ 94-95A (rev. ed. 1936); 5 ibid. §§ 1538-9, 1558 (rev. 


ed. 1937); 1 Williston, Sales §§ 224, 225, 250 (2d ed. 1924); cf. Whittier, The Restatement of 
Contracts and Mutual Assent, 17 Calif. L. Rev. 441, 442 (1929). 
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limited to cases of death or illness of a party to a personal service contract, 
destruction of clearly specified “means” or “subject matter,” or super- 
vening law." There are, of course, indications of a sensible broadening of 
the rules; and the cases involving the risks of war indicate how sufficient 
pressure, at any time, is likely to liberalize the rules. Experience with ex- 
treme inflation abroad, at its worst, of course, in Germany, is another illus- 
tration of circumstances which may result in the modification of old views, 
like the development of the law of supervening difficulty or impossibility 
abroad, particularly again in Germany. 

Where performance is frustrated by difficulty or impossibility which is 
recognized as an excuse, restitution for benefits already conferred on either 
side is, of course, in order.*4 The plain fairness of restitution in such cases 
is indeed strikingly illustrated by the cases, for example the Coronation 
cases,5 which have caused unnecessary difficulty in the English courts. 

An interesting difference between some forms of mistake and impossi- 
bility appears in connection with simple reliance damages, occasioned, for 
example, by expenses of preparation for performance. Generally, if not 
always, the principle that equals should be treated as equals will require 
the equal sharing of reliance damages by the parties to a transaction which 
has been frustrated by impossibility. There is confusion in the cases on 
this point; but the difficulty seems to result from all or nothing notions of 
responsibility, which may perhaps be explained historically by the influ- 
ence of theology or puritan morality, or simply the drive for simplification, 
on all branches of the law except admiralty. 


5. CONDITIONS; BASIC EXPECTATION AND DEFAULT; SURETIES’ DEFENSES 


The most interesting group of problems resulting from lack of foresight 
in transactions, was first treated under the head of conditions. As more 
complicated contracts, at various stages of performance, came before the 
courts, it became increasingly apparent that it is the absence of condi- 
tions’® which creates the troublesome problems of adjustment when one 

*™ Howell v. Coupland, 1 Q.B.D. 258 (1876); Butterfield v. Byron, 153 Mass. 517, 27 N.E. 
667 (1891); cf. Anderson v. May, 50 Minn. 280, 52 N.W. 530 (1892). 

13 Baily v. DeCrespigny, L.R. 4 Q.B. 180 (1869). For indications of what may be future 
developments in the treatment of impossibility, see 6 Williston, Contracts §§ 1938, 1951, 1963 
(rev. ed. 1938). For material on impossibility and related matters in Continental European 
law, see Rheinstein, op. cit. supra note 99, at c. 3. 

14 Butterfield v. Byron, 153 Mass. 517, 27 N.E. 667 (1891). 

135 Chandler v. Webster, [1904] 1 K.B. 493. As to reliance damages, see notes 17, 56, 121, 
supra. 

26 Compare the problems of interpretation, and occasionally the policy against forfeiture 
or other policies, involved under “express” or actually “implied” conditions, with those raised 
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party to a bilateral contract has not performed, or is likely not to perform, 
part of his undertakings, and the other party relies on this circumstance, 
not simply for a cause of action but for an excuse for discontinuing per- 
formance on his part. Again, the extent of the risks which parties must be 
regarded as taking and the unfairness of contracts infected with serious 
lack of foresight, are the factors to be considered. On examination, the 
problem turns out to be closely related to the curious problems resulting 
from the increase of the surety’s normal risks by the act of another party 
to the transaction. 

Two extreme and simple treatments of the effect of one party’s default 
on the other’s obligations are thinkable. Each might simply have a cross 
action against the other.’ It is possible that this solution would have been 
regarded as more normal, if the law on the subject had started its develop- 
ment when cross actions were a more familiar procedural device; and the 
solution is doubtless more likely to be fair, the more familiar and conven- 
ient are the facilities for cross actions. 

At the opposite extreme, every default might be treated as an excuse for 
the other party, and the defaulting party protected against unfairness re- 
sulting from his part performance, by quasi-contractual relief to prevent 
unjust enrichment or forfeiture or both. The right of the defaulting party 
to restitution for benefits conferred, where his default excuses the other 
party from his contractual obligations, is generally if unevenly recognized 
by the courts.“* The deliberate defaulter under a personal service or 
construction contract, is commonly denied relief on account of unjust en- 
richment,’”® though it may be suggested that most of the leading cases on 
the subject do not as a matter of accounting involve extreme forfeitures, 


in the following discussion. Nolan v. Whitney, 88 N.Y. 648 (1882); Hebert v. Dewey, 191 
Mass. 403, 77 N.E. 822 (1906); Globe Mutual Life Ins. Ass’n v. Wagner, 188 Ill. 133, 58 N.E. 
970 (1900); Norwich Union Indemnity Co. v. Kobacker & Sons Co., 31 F. (2d) 411 (C.C.A. 
6th 1929). 


127 Christie v. Borelly, 29 L.J.C.P. (N.S.) 153 (1860); cf. Maurice O’Meara Co. v. Nat'l 
Park Bank, 239 N.Y. 386, 146 N.E. 636 (1925). On the relation between this subject and the 
evolution of cross actions, see 3 Williston, Contracts § 887 E, note 7 (rev. ed. 1936); 2 Willis- 
ton, Sales §§ 605-6 (2d ed. 1924). Professor Page in conversation has made some stimulating 
observations on the subject. The familiar view that independence of obligations was the uni- 
versal rule before the latter Eighteenth Century has received some qualification, and needs 
reconsideration. See Page, Cases on Contracts, 588-92 (1935). 


128 See the discussion in the cases in the next two notes. 
29 Hansell v. Erickson, 28 Ill. 257 (1862). An even stricter rule has been expressed as to 
construction contracts, in New York, Nieman-Irving & Co. v. Lazenby, 263 N.Y. 91, 188 


N.E. 265 (1933). Contra: Britton v. Turner, 6 N.H. 481 (1934) (a persuasive opinion), 
cf. Pinches v. Swedish Evangelical Lutheran Church, 55 Conn. 183, 10 Atl. 264 (1887). 
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and the rule may well be limited to cases where unjust enrichment seems to 
appear, but not forfeiture. The other striking limit on comparable relief 
is the disposition to deny to buyers of chattels in default the various types 
of protection given to mortgagors and land contract purchasers.'*° The 
necessity for these protections is not, however, always as clear as is apt to 
be supposed, for the buyer who has valuable rights can often dispose of 
them by sale or assignment. Again in extreme cases of actual forfeiture, 
relief may be expected to be recognized more and more as normal. 

Neither of these simple solutions has, of course, been adopted by the 
courts. After struggling, somewhat as in cases of impossibility, to dis- 
cover some indication of the parties’ expectations about the variety of con- 
tingencies which may occur in the course of performance,'* the courts 
recognized that they were dealing with a problem which could not be 
solved by interpretation. As in cases of mistake and impossibility, some 
attempt was made to distinguish between “substantial” and other differ- 
ences.’ The suggestion that such a word could be used to describe a sys- 
tematic, metaphysical or scientific test, while comforting, is, of course, 
illusory. The word may be used to describe the results of a practical judg- 
ment; but the difficult necessity of making the practical judgment re- 
mains. The phrase “failure of consideration” has also been used,*** to sug- 
gest a relation between the necessity for consideration and the effect of 
default. The two sets of rules have, however, little connection; and de- 
fault may excuse a party to a sealed instrument, as it may excuse in Euro- 
pean law, or as it may be appealed to for excuse by parties to international 
treaties. 

One reminder of the impossibility of solving these questions by resort 
either to interpretation or to such clear-cut rules as are suggested by the 
effect of a specified order of performance, appears in the cases dealing 
with the effect of default on a party who was to perform first. If a party 
has let the time for the first performance pass, and is then not in a position 
to perform himself when he calls for performance on the other side, it 
appears that some principle not dependent on interpretation requires that 
the other party be excused.'*4 


*3° Cf. Richards v. Shaw, 67 Ill. 222 (1873) (an introduction to the seller’s rights). 


131 Preston’s Case, Lofft 194 (1773); Boone v. Eyre, 1 H. Bl. 273, note a (1777). See note 
127 supra. 


*# Bettini v. Gye, 1 Q.B.D. 183 (2876) (Blackburn, J.). 
133 Poussard v. Spiers and Pond, 1 Q.B.D. 410 (1876) (Blackburn, J.). 


134 Beecher v. Conradt, 13 N.Y. 108 (1855); Standard Oil Co. v. Koch, 260 N.Y. 150, 
183 N.E. 278 (1932). ; 
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This principle, on examination, seems closely related to the principles 
applicable to mistake and impossibility. A party to a contract which is at 
all elaborate, can hardly expect perfect performance on the other side, or 
even performance so nearly perfect that defects are covered by the maxim 
de minimis. He takes the risks of human failings; and if he were allowed 
an excuse for every default for which damages might be collected, it would 
tend to interfere with the security of promissory expectations. On the 
other hand security may be promoted and defaults discouraged by excus- 
ing for serious defaults. And lack of foresight about possible defaults may 
lead to a transaction which by the omission of conditions proves unfair, 
much as in the case of a promise which fails to guard against impossibility, 
or a promise affected by mistake. It may indeed be suggested that in all 
three situations one might expect in our society a disposition in case of 
doubt to enforce promises as communicated, and so, in cases of default, 
a disposition to leave the parties to settle their accounts by cross actions. 

This disposition does not appear in clearly discernible form in the cases. 
It may even be doubted whether the limited classes of contracts described 
as containing “independent” promises, are clear-cut examples of a special 
rule. Doubt has been thrown on the standard history of independence and 
dependence and the old cases are too few and too inconclusive to indicate 
that an old rule about independence may have survived in case of “alea- 
tory’ contracts. It seems, rather, that these contracts commonly present 
a situation in which, according to ordinary tests, the remedy by way of 
cross actions is appropriate." 

The best statement of these ordinary tests, and perhaps the best por- 
tion of the work, is Section 275 of the Restatement of Contracts. Here the 
results of considerations in favor of enforcing promises as communicated, 
and considerations in favor of relief for lack of foresight, are stated in a 
comprehensive general principle. If the party seeking an excuse has re- 
ceived practically all that he expected,™® or can be fairly compensated in 
damages,**’ a default is not likely to excuse him. If a defaulting party has 
gone far in performance’** or even in expensive preparation," ® this too 
must have been more or less foreseen, and the default is less likely to be an 

138 Note 127 supra. The results of the independence of promises in leases indicate the objec- 
tions to independence, in some situations, even where a contract is also a grant for some 
purposes. 

136 Jacob & Youngs Co. v. Kent, 230 N.Y. 239, 129 N.E. 889 (1921); Kauffman v. Raeder, 


108 Fed. 171 (C.C.A. 8th 1901). With the cases cited in this and the following six notes, com- 
pare Clarke Contracting Co. v. City of New York, 229 N.Y. 413, 128 N.E. 241 (1920). 


"37 Note 136 supra. 138 Note 136 supra. 
+39 Harrild v. Spokane School District, 112 Wash. 266, 192 Pac. 1 (1920). 
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excuse. Deliberate’? or even seriously negligent default, which should 
and may be particularly discouraged, is not one of the risks assumed, and 
such a default is likely to excuse. 

After a long history of attempts to state clear-cut rules on the subject, 
this general statement is a great help. Many such cases are adequately 
comprehended in its scope. A slight default at the outset, even as to time, 
in a mercantile contract, will excuse. On the other hand, such words as 
divisible or indivisible, applied particularly to contracts of sale,'* indicate 
situations where parties may be left to their cross actions or where, on the 
other hand, a default as to particular items may operate as an excuse. 

The restatement adds, as a further criterion, a reference to the effect 
of a default in creating uncertainty about the future. If, in fact, a present 
default creates serious uncertainty about future performance, this too is a 
risk which the other party is likely not to have assumed; and this circum- 
stance makes the default more likely to operate as an excuse.'” 

In the absence of present default, anticipatory conduct may create such 
uncertainty as to excuse a party to a contract. We have already seen that 
anticipatory conduct may give a present cause of action. Anticipatory 
conduct which creates a present cause of action will now normally operate 
also as an excuse,'‘? subject to the same limitations about correction be- 
fore change of position that apply to causes of action.’** Some anticipa- 
tory conduct which does not give a present cause of action, may, further, 
operate as an excuse. The vendor’s or seller’s lack of title, unknown to 
purchaser or buyer at the time of contract, unlike the deliberate sale of 
the subject matter of an executory contract, gives no present cause of ac- 
tion; but it is commonly an excuse."*5 So bankruptcy, in spite of language 
to the contrary, does not operate simply to give a cause of action as for 
breach of an executory contract; but it may, in the absence of a prompt 
election by the representative of the bankrupt estate, give the other party 
an excuse. 

The relation between this treatment of default as an excuse and the 
treatment of suretyship defenses is apparent. It is rather extraordinary 


14° Glazer v. Schwartz, 276 Mass. 54, 176 N.E. 613 (1931). Had there been a large “for- 
feiture” here the result would be more questionable. 


4 Baker v. Higgins, 21 N.Y. 397 (1860); Frankel v. Foreman and Clark, 33 F. (2d) 83 
(C.C.A. 2d 1929). 


*# Cf. Helgar Co. v. Warner’s Features, 222 N.Y. 449, 119 N.E. 113 (1918). 
43 James v. Burchell, 82 N.Y. 108 (1880). 


44 In re Vaughan’s Estate, 156 Misc. 577, 282 N.Y. Supp. 214 (1935), aff’d 248 App. Div. 
730 (1936). 


+45 See Rest., Contracts §§ 275 (f), 283-4, 316, 318-20 (1932). See Part I, Section 6, supra. 
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that in certain lines of cases, the surety’s defenses have been limited as 
much as they have. Difficulties about allowing the surety to take ad- 
vantage of duress or fraud practiced on the principal seem largely illusory. 
When a supposed principal turns out to have no enforceable obligation, the 
surety and obligee have commonly made their arrangement under the in- 
fluence of a mistake about a basic assumption; and it should take strong 
language to show that the surety has assumed this particular risk. So, in 
case of recoupment, setoff, or counterclaim, the surety’s use of the prin- 
cipal’s rights results in no more risk of double recovery against the obligee, 
than inhere generally in the danger of imperfect proof; and the use of these 
rights creates no peculiar danger of double vexation if the rules about res 
judicata properly applicable between assignee, assignor and obligor are 
applied by proper analogy between surety, principal, and obligee.'*? The 
surety’s use of the claims of the bankrupt or insolvent principal, while it 
shows in a strong light the utter unfairness of rules about cross claims in 
bankruptcy, works out, given those rules, in most cases which can be 
imagined, in the interests of all parties affected by the transaction, except 
the obligee who is adequately protected anyway. 

The effect of the obligee’s default on the surety’s obligations has not 
occasioned so much difficulty. The default may be an excuse; but com- 
mercial reasons may require that the parties be left to protect themselves 
by the recovery of damages. Thus, the importance of minimizing dis- 
putes, together with the availability of remedies by action in many cases, 
has been held to prevent a buyer’s bankers from taking advantage of a 
seller’s default with respect to the quality of the subject matter, as an ex- 
cuse from liability under a letter of credit.* 

The surety’s defenses which have occasioned most discussion depend on 
conduct of obligee and principal increasing the surety’s risk beyond what is 
said to have been contemplated; or in one line of cases, failing to minimize 
his risk by retaining security for the principal’s obligation. While in an ex- 
treme case, a change in the principal’s undertaking or a contract to extend 
time, may conceivably result in a new transaction, to which the surety’s 
promise does not apply, the troublesome cases appear not to be of this 
type. The surety’s promise, may, as a matter of interpretation, be applica- 
ble to a slightly changed undertaking on the part of the principal, as we 


146 See The Availability of a Principal’s Defense to His Uncompensated Surety, 46 Yale 
L.J. 833 (1937); Arant, Suretyship pt. 2, c. 1, and §§ 53-61 (1931). 

147 Cf. Levine, The Principal’s Warranty and Offset Claims against the Creditor as Defenses 
to the Surety, 30 Mich. L. Rev. 197 (1931); Arant, Suretyship § 60 (1931). 

148 Maurice O’Meara Co. v. Nat’l Park Bank, 239 N.Y. 386, 146 N.E. 636 (1925). 
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see in the treatment of compensated sureties’ promises where a slight 
change is made in the principal’s contract or a contractual extension of 
time is made which the surety cannot show to be prejudicial. Short of the 
“new’’ transaction to which an ordinary surety’s promise is not applicable, 
an increase in the surety’s risk beyond what is regarded as normal, gives 
him a defense;'4 and the compensated surety is regarded as taking more 
risks than the simple surety. Apart from the peculiar variations of the 
case of Pain v. Packard,'** the obligee need take no steps actively to pro- 
tect the mere surety. But the extent to which the surety is protected 
reaches an extreme in some applications of the rule that surrender of secu- 
rity by the obligee releases the surety to the extent of the value of the se- 
curity.’* It is somewhat doubtful, indeed, whether extreme applications 
of this rule can be explained on the basis of the surety’s normal expecta- 
tions at all. They suggest the possibility that the surety, like the mort- 
gagor, is protected in many cases really by rules of policy designed to pro- 
tect a party who is apt to be thoughtless and at a bargaining disadvan- 
tage in making his promise. 


6. POLICY AND LEGISLATION 
Criminal and civil responsibility apart from contract are governed by 
rules with which contract law must be consistent. Thus, contracts to com- 
mit crimes or torts, or to break contracts, are said to be against public 


policy. 

Tht same principle may be put in another way by saying that our basic 
institutions, protected by law, cannot be interfered with by contract. So 
our concern with freedom of contract may yield to other principles; and 
a contract for a companionate marriage in Colorado may be held unen- 
forceable.'* The caution which must be observed in judicial determination 
that a contract is against public policy, has recently been emphasized by 
the House of Lords in deciding that a contract of a man whose previous 
marriage had been conditionally dissolved by a preliminary divorce de- 
cree, to marry a second wife, is actionable.'* 

49 Plunkett v. Davis Sewing Machine Co., 84 Md. 529, 36 Atl. 115 (1897); Fond du Lac 
Harrow Co. v. Bowles, 54 Wis. 425, 11 N.W. 795 (1882); Kazunas v. Wright, 286 Ill. App. 554, 


4N.E. (2d) 118 (1936). See Suretyship Releases in the Law of Mortgages, 4 Univ. Chi. L. Rev. 
469 (1937); Arant, Suretyship §§ 49-52, 67, 68 (1931). 
18° 13 Johns. (N.Y.) 174 (1816). See Arant, Suretyship § 71 (1931); cf. ibid., at §§ 69, 70. 
*st Dunn v. Parsons, 40 Hun (N.Y.) 77 (1886). See Arant, Suretyship §§ 62-6, especially 62 
(1931). The student should be reminded of the discussion of suretyship problems in 2 Willis- 
ton, Contracts c. xv (rev. ed. 1936); and 4 ibid., at c. xxxvimt and xxxrx (rev. ed. 1936). 
1 In re Duncan’s Estate, 87 Colo. 149, 285 Pac. 757 (1930). 
*s3 Fender v. St. John-Mildmay, [1938] A.C. 1. 
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Moreover, the consequences of contracts which are in any sense op- 
posed to public policy, vary greatly, and have not as yet been treated as 
systematically as they might be. 

Thus, a contract to which there are some policy objections may, never- 
theless, be fully enforceable. Examples are the contracts made by corpo- 
rate agents in violation of “doing business statutes,” in some situations, 
and contracts to indemnify against a possible libel action, as distinct from 
contracts to libel. Again, contractual provisions may be simply “void”’ in 
the sense that they are unenforceable without affecting other provisions 
with which they may be associated. A familiar example is the ancillary 
contract not to compete, which is broader than normal commercial pur- 
poses require. Again, provisions against public policy may be separable 
on other grounds from associated provisions, as in the case of an illegal 
combination’s sales contracts. Again, the familiar rule that a party less at 
fault may recover from the party more at fault on a contract opposed to 
public policy, leaves considerable scope for judicial discrimination. 

A determination that a contract is against public policy may have in- 
teresting consequences in limiting quasi-contractual relief. Again, such 
a determination may have no effect on quasi-contractual relief, as a gam- 
bler may recover money deposited with a stakeholder though not money 
paid to another gambler, at common law. It is sometimes said also that in 
cases where the policy is not strong, the contract is merely “void,” and 
restitution may be had for benefits conferred in the course of part per- 
formance.'** Again, a “locus poenitentiae” may be allowed at the outset 
of a contract whose full performance would be distinctly against public 
policy, and restitution given for part performance at the stage before the 
more objectionable items of performance have taken place."> Again, as in 
the case of normal contractual relief, quasi-contractual relief may be given 
to the party less at fault against the party more at fault.'®* Finally, in 
recognition of the injustice and occasional absurdity caused by the com- 
mon law rules, restitution for part performance under contracts opposed 
to public policy, has very generally been provided by statute." 

These are substantial qualifications of the rule as generally stated, that 
in case of contracts opposed to public policy, neither restitution nor any 
other form of relief will be given to either party for nonperformance of 
the contract. It seems, indeed, that the qualifications are quite as impor- 
tant as the general rule. While there must be consistency in dealing with 
different kinds of responsibility, one would expect to find in a system like 

184 See Page, Contracts § 1071 (1920). *56 See Page, Contracts §§ 1090-9 (1920). 

*85 See Page, Contracts §§ 1100-2 (1920). *57 See Page, Contracts §§ 1072-89 (1920). 
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ours a strong disposition not only to limit the class of contracts opposed 
to public policy, but in cases where contracts are opposed to public policy, 
to limit as well the resulting disabilities. It should be carefully considered 
in each case whether the criminal or tort remedy is not quite sufficient, 
without imposing an additional loss by a modification of the ordinary 
rules of contractual or quasi-contractual relief. 

The most interesting questions of public policy have been reserved for 
separate comment. Quite apart from crime or tort, some contracts have 
been thought so opposed to sound economic or governmental policy as to 
be unenforceable, and this without statutory authority, and as a result 
solely of judicial opinion and decision. 

The most interesting cases of this sort are those in which elements of 
economic inequality appear to have led judges to find contracts unenforce- 
able. There is no independent wrong, as commonly in cases of duress, and 
no mistake or lack of foresight. It is simply that some groups are recog- 
nized as being in so disadvantageous a position that bargains whose terms 
may result from their inferior position are thought likely to be unfair. We 
do not insist on a fair price in contract; but we do insist on a minimum 
of knowledge, foresight, and equality between bargaining parties. It is 
only informed and equal parties who can make healthy and useful bar- 
gains and the kind of bargains which characterize a healthy and useful 
economic system. 

The groups whose protection is perhaps most familiar comprise minors™ 
and others whose position is analogous to that of minors. We are all fa- 
miliar with the striking protections thrown around the efforts of persons 
of this sort to make contracts. 

More significant in some ways are the cases in which persons of full age 
and competence, engaged in ordinary economic activities, are protected 
against the consequences of their own economic weakness. Frequently 
provisions in employment contracts, or in contracts for the sale of a 
business, may expressly bind a party not to compete. Provisions of this 
sort are unenforceable unless they are so limited as to give only the kind 
of protection which is appropriate to make the transaction a success. 
Promises not to compete which cover an unnecessarily broad territory or 
long time are unenforceable; and it is sometimes supposed that this has 
something to do with our modern policy as to monopoly. This appears to 
be an error; and it is characteristic that reasonable promises not to com- 
pete were apparently becoming enforceable in the seventeenth century, 
just when the policy against monopolies was beginning to develop its sup- 

188 Bliss, Williams & Co. v. Perryman, 2 Ill. 484 (1838). 
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port. More important, unnecessarily expansive promises not to compete 
are unenforceable even though the parties are in a trade so competitive 
that no true monopoly is to be feared, and for the same reason in a situa- 
tion not likely to be affected by American anti-trust acts. The original 
and still the important objection to such undertakings is that they are op- 
pressive, apt to result from unequal bargaining, and that they give the 
winner in the bargaining process a gain for which he is likely to have no 
real use, at the expense of a serious burden imposed on the loser.*s* 
One-sided bargains of this sort, like one-sided requirement or output 
contracts, thus belong in some respects with contracts imposing forfei- 
tures. From an early time, it has been held that provisions, sometimes 
verbally in the language of liquidated damages, which impose a loss on a 
defaulting party out of all proportion to the damages which his breach 
may cause, are unenforceable." So, the mortgagor’s agreement that the 
mortgagee may take the land as his own on the date when the debt is due, 
has been denied its full effect in various systems of law. This is partly on 
the theory that the purpose of the mortgage is to secure the debt, and 
partly to prevent forfeiture. The equity of redemption developed by the 
chancellors in the seventeenth century is carefully guarded even in cases of 
sale by mortgagor to mortgagee; and it has been supplemented by the 
largely statutory foreclosure by sale as well as by additional statutory re- 
demption periods. It has already been observed that comparable protec- 
tion to purchasers under land contracts has been developed, but that buy- 
ers of chattels have not been given comparable protection by the common 
law. It is also worth noting that protection to mortgagors may have gone 
further than is necessary in normal times and, in fact, reached a point 
where the inconvenience of foreclosure may somewhat hinder the free 
flow of mortgage funds, and thus somewhat prejudice the interests of bor- 
rowers and lenders alike. With other lenders, the federal government it- 
self has taken something of a lead in efforts to simplify the machinery of 
foreclosure. Such a development is, of course, consistent with efforts to 


«89 Mitchel v. Reynolds, 1 P. Wms. 181 (1711). 


*6° Kothe v. Taylor Trust, 280 U.S. 224 (1930); cf. Remington Arms Union Metallic 
Cartridge Co. v. Gaynor Mfg. Co., 98 Conn. 721, 120 Atl. 572 (1923). See notes 126, 129, 130, 
140, supra. See Rest., Contracts, §§ 302, 357 (1932). 


«6 Peugh v. Davis, 96 U.S. 332 (1877); cf. West v. Reed, 55 Ill. 242 (1870). See Turner, The 
Equity of Redemption (1931). Comparable policies may be seen in the protection of sureties; 
and in the treatment of parties to transactions with insurance companies, both at common 
law and under statutes. See Patterson, Essentials of Insurance Law c. vi-1x (1935). Com- 
pare the problems resulting from the extensive use of various standard forms. See Prausnitz, 
The Standardization of Commercial Contracts in English and Continental Law (1937). 





PROMISSORY LIABILITY 279 


protect mortgagors, as by moratorium legislation, against temporary and 
severe difficulties. 

The history of foreclosures thus suggests also the parallel history of 
usury laws. While one may think that limits on interest rates are not as 
futile as some have supposed, nevertheless, one must recognize that there 
are limits on the effectiveness of usury laws. Small loan legislation has 
thus been designed to check abuses of bargaining position, while recogniz- 
ing that too drastic rules may drive abuses underground or decrease the 
funds which borrowers should be able to obtain. 

The limits of effective regulation appear also in the gaming and insur- 
ance cases. The requirement of an insurable interest may discourage 
crime and in some classes of insurance determine losses to be paid; but it 
has also been supported on the ground that an agreement to take a chance 
on an event in which one has no interest apart from the agreement is 
gambling. Usury and gambling are classed together as serious defects in 
a contract, as one sees by noting their persistence as “real defenses” in 
the law of negotiable instruments. And one may think that the courts 
have been disposed to go too far in holding insurance contracts unenforce- 
able for lack of an insurable interest.’ 

Perhaps, however, the most striking example of the danger of judicial 
determinations of policy appears in the contracts which are said to ob- 
struct the administration of justice. While maintenance and champerty 
were once abuses practiced by the great, changing circumstances have re- 
sulted in limits on earlier rules. Much more strikingly, contracts to arbi- 
trate, after occasioning unnecessary difficulties both at law and in equity, 
have been increasingly recognized by businessmen and legislators as useful 
and workable devices to supplement the work of busy courts." Where 
there is room for doubt, it is to be remembered that in our system the 
policy in favor of freedom and security of contract has won acceptance; 
and that large modifications of policy are for legislatures rather than 
courts." 

In a system where uninformed and unequal bargains have been to such 
an extent condemned by the courts, and where usury and small loan legis- 
lation is familiar, it is curious to observe the history of labor legislation. 
Where legislators determined that an economic class, because of its weak 

162 Grigsby v. Russell, 222 U.S. 149 (1911); Home Ins. Co. v. Mendenhall, 164 Ill. 458, 45 
N.E. 1078 (1897) (recognizing arguable insurable interests). 

*63 Miles v. Schmidt, 168 Mass. 339, 47 N.E. 115 (1897); Hopkins v. Gilman, 22 Wis. 454 
(1868); Ezell v. Rocky Mountain Bean and Elevator Co., 76 Colo. 409, 232 Pac. 680 (1925). 

*64 Steele v. Drummond, 275 U.S. 199 (1927); Berman v. Coakley, 243 Mass. 348, 137 N.E. 
667 (1923). 
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bargaining position, required legal protection, their views often clashed 
with the views of courts. Since legislation under our system must be con- 
sistent with constitutions, the courts have used general words about fair- 
ness in our constitutions, to embody their views this time about the fair- 
ness of legislation, in constitutional decisions. The history is familiar; and 
we are familiar also with recent changes in constitutional doctrine, and 
the recognition that legislative protection to bankrupts, farmers and wage 
earners may be as legitimate as traditional judicial safeguards for mort- 
gagors."*s We observe, too, that the elementary needs of large portions of 
our population may lead to striking changes in the whole scheme of free 
contract and private property, under the influence of economic instability 
and stress. We observe at the same time, a certain vitality in enterprise; 
and recognize that there is likely to be a place for free undertakings in any 
imaginable organization of the community. 

6s Ogden v. Saunders, 12 Wheat. (U.S.) 212 (1827); Nebbia v. New York, 291 U.S. 502 


(1934); West Coast Hotel Co. v. Parrish, 300 U.S. 379 (1937); Carter v. Carter Coal Co., 298 
U.S. 238 (1936). 





STATUTORY VALIDATION OF PUBLIC BONDS 


Frank E. Horack, Jz.* anp C. Ben Duttont 


\VEN the state finds need for correcting past mistakes and validat- 
ing past actions. The demands for meeting obligations fairly in- 
curred, preserving credit, and guaranteeing responsible action 

bulk large wherever continuously satisfactory financial relations must be 
preserved. Thus, although judicial remedies are available to the holders of 
public bonds,’ the advantages of legislative validation* have made perti- 
nent the study of curative legislation as a device for the preservation of 
public credit and the assurance of responsible public financing. 

Unfortunately, judicial analysis of this type of curative legisla- 
tion has been but little developed. Generally, the curative act has 
been accorded two distinguishing characteristics. By definition it is 
retroactive.’ By nature it is special. Specific constitutional limitations 
have seldom been set against its use;S but the curative statute must 

* Professor of Law, Indiana University. 

t Student Research Assistant, Indiana University School of Law. 

Common among the judicial remedies is recovery in quasi-contract, Nuveen & Co. v. 
Quincy, 115 Fla. 510, 156 So. 153 (1934); Cook v. Staunton, 295 Ill. App. 111, 14 N.E. (2d) 
696 (1938); Board of Com’rs v. McClellan, 164 La. 808, 114 So. 694 (1927). On occasion, the 
holder of an invalid bond has been considered a holder in due course, Caldwell v. Guardian 
Trust Co., 26 F. (2d) 218 (C.C.A. 8th 1928). By statute also in some states judicial valida- 
tion decrees are permitted, Humphreys v. State, 108 Fla. 92, 145 So. 858 (1933); Watts v. 
Cave Spring, 177 Ga. 808, 171 S.E. 382 (1933). 

2? The principal advantages are a non-litigious settlement of the controversy and conse- 
quent savings in court costs and attorney’s fees; the removal of defects before controversy 
arises; formal recognition of the claim of bondholders; and a legislative direction to the 
municipality to make good its obligations. 

3 The terms “retroactive” and “retrospective” are synonymous in judicial usage. It is 
true that in the sense that all legislation is passed to make improvements in law, all statutes 
are curative. The term “curative act,” however, is restricted to acts which attempt to remedy 
defects arising prior to the date of their enactment and may be defined as statutes operating 
retroactively to obviate defects under existing law. See Smith, Retroactive Laws and Vested 
Rights, 5 Tex. L. Rev. 231 (1927). 

4 Most state constitutions contain restrictions on the passage of special laws. As a result, 
curative acts usually are couched in general language. Curative statutes are enacted to remedy 
particular defects, however, and irrespective of their form or phraseology are confined in appli- 
cation to the specific situations. 

5 There are no state constitutions specifically prohibiting the passage of curative statutes. 
There are in some constitutions provisions against the passage of retrospective laws, e.g., 
Colorado, Georgia, Missouri, New Hampshire, Ohio, Tennessee, and Texas. These provisions 
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meet the constitutional requirements demanded of all legislative enact- 
ment.® 

The very enactment of curative legislation suggests the existence of 
past defective action of potentially injurious consequence. Thus, to con- 
sider the curative act independently of the circumstances which produced 
it creates inevitable confusion. The legality of the original statutory au- 
thorization, the character of the action taken under its mandate, and the 
subsequent validation, though comprising a single picture, must be ana- 
lyzed separately. 

The curative act may seek either to furnish authority retroactively for 
the issuance of bonds, or it may reach past the original statute and vali- 
date the bonds directly. If the original act is invalid, it cannot be vali- 
dated for this would permit the indirect accomplishment of a prohibited 
result. A substituted valid authority, however, may be enacted retro- 
actively. 

In case the original authorizing statute was valid but was not complied 
with so that the bonds are procedurally defective a curative act may be 
passed sustaining the action which was in fact taken on the theory that 
this action might have been authorized originally. The result is the same 
in each situation; but in neither case should validation of the original leg- 
islative act be attempted. Safety dictates that validation should be di- 
rected toward the bonds and not toward authorizing legislation. 

For example, a special act authorizing a bond issue would for its spe- 
ciality be unconstitutional and that defect could not be cured by a sub- 
sequent validating act; yet because the bonds might have been validly 
issued under the authority of a general act, a curative act can operate di- 


usually are construed to prohibit only the passage of retroactive statutes which violate other 
constitutional principles, the fact that a statute is retroactive not being of itself sufficient 
to invalidate it. See American States Water Service Co. v. Johnson, 88 P. (2d) 770 (Cal. 1939); 
Bullard v. Holman, 184 Ga. 788, 193 S.E. 586 (1937); Stott v. Stott Realty Co., 288 Mich. 35, 
284 N.W. 635 (1939); Baker v. Rose, 165 Tenn. 543, 56 S.W. (2d) 732 (1933); Kelly v. Republic 
Bldg. & Loan Ass’n, 34 S.W. (2d) 924 (Tex. Civ. App. 1930). 

6 Thus a curative act may not violate due process of law by (1) divesting vested rights: 
United States v. Standard Oil Co. of California, 21 F. Supp. 645 (Cal. 1937); Sanger v. Bridge- 
port, 124 Conn. 183, 198 Atl. 746 (1938); Steger v. Traveling Men’s Bldg. & Loan Ass’n, 208 
Ill. 236, 70 N.E. 236 (1904); Canovaro v. Brothers of Order of Hermits, 326 Pa. 76, 191 Atl. 140 
(1937); or (2) validating jurisdictional defects: Park v. Modern Woodmen of America, 
181 Ill. 214, 54 N.E. 932 (1899); Willis v. Hodson, 79 Md. 327, 29 Atl. 604 (1894); Dunkum v. 
Maceck Bldg. Co., 256 N.Y. 275, 176 N.E. 392 (1931). A curative act may not violate obliga- 
tion of contract: Watson v. Mercer, 33 U.S. 88 (1834); Sanger v. Bridgeport, 124 Conn. 183, 
198 Atl. 746 (1938); In re Boalt, 123 Ore. 1, 260 Pac. 1004 (1927). Curative acts may be 
invalid for legislative interference with judicial powers: Sidway v. Lawson, 58 Ark. 117, 23 
S.W. 648 (1893); Bagg’s Appeal, 43 Pa. St. 512 (1862). 
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rectly upon the bonds and validate them in spite of the invalidity of the 
original authorizing statute. 

Similarly, confusion must be avoided between decisions refusing to en- 
force payment on bonds and decisions invalidating the curative act as 
such. Several distinctions should be noted. The curative act may be de- 
clared unconstitutional because of procedural or substantive defects. Con- 
versely, the statute may be valid as an act but the bonds or the procedure 
of their issuance may not be validated. Even if the curative act is valid, 
and the action of the issuing authority may thereby be validated, consti- 
tutional limitations may prevent the payment of the bonds. Each step in 
the chain of validity must be taken separately. 

Inasmuch as the complications of bond validation cannot arise until the 
constitutionality of the curative act qua act is established, it is appropriate 
first to analyze the act itself. 


CONSTITUTIONAL RESTRICTIONS ON ENACTMENT 


As already indicated the curative act must comply with constitutional 
limitations applicable to all legislative enactments. Of particular concern 
in curative act litigation is the applicability of special legislation, the title, 
and subject matter limitations. 

Curative acts passed to validate municipal bonds in most instances are, 
or appear to be, special in character. Where the original act is particular, 
courts may avoid declaring it special if they find that it has made a reason- 
able classification of the subject matter or find that no general law would 
be applicable.’ This imports validity to the original authorizing act and, 
thus, if there are no defects in the bonds themselves, a curative act is not 
necessary for there is no lack of original authority. If the procedure or 
formalities of the bond issue need validation, then a curative act in the 
same form as the original act will not offend the special legislation rule if 


7If there is a specific constitutional provision forbidding special legislation on a certain 
subject, the courts determine whether an act is special or general by testing the classification. 
Thus, if the classification is reasonable and not arbitrary or discriminatory, the act is upheld as 
a general act upon the subject matter. 

If there is no specific constitutional prohibition against special legislation relating to this 
subject matter, the question turns on whether a general law is applicable or not. This issue 
can be evaded by holding that the judgment of the legislature is conclusive upon the applicabil- 
ity of a general law. However, in any event, if the law contains a reasonable classification, it is 
not special legislation but it is a compliance with the constitution, the enactment of a general 
law. 

Reasonableness of classification has been said to be the proper test of a special statute in 
bond validation cases. Allegan v. Consumers’ Power Co., 71 F. (2d) 477 (C.C.A. 6th 1934); 
Sambor v. Hadley, 291 Pa. 395, 140 Atl. 347 (1928); Kennedy v. Meyer, 259 Pa. 306, 103 
Atl. 44 (1918). 
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the court determines that the original act was valid. In this case the func- 
tion of the curative act is to cure defects in administrative action rather 
than to cure a lack of original authority. 

Even if the original act is special, a general curative act will validate 
bonds issued under the original invalid authority.* The apparent result 
is an evasion of the constitutional prohibition against special legislation. 
This conclusion, however, grows from an imperfect understanding of the 
relationship between the original act, the action taken, and the curative 
act. Normally, the curative act does not purport to validate the special 
act. It only validates the bonds. Had the bonds been issued originally 
under a general act they would have been unimpeachable. The curative 
act only provides retroactively this original authority. 

Legalistically, at least, this is no evasion for the special act is still in- 
valid and the bonds are valid only because the new authority for their is- 
suance was general.’ The defect in authority was procedural only. The 
legislature could have granted the authorization by general act. The dec- 
laration of unconstitutionality goes only to the manner in which the au- 
thority was granted and not to the legislative capacity to grant authority. 
Of course, if legislative authority was constitutionally prohibited, it could 
not be supplied by a curative act.’ Thus, assuming legislative power, the 
situation is the same as the case where bonds are issued without any statu- 
tory authority. The curative act in this case creates authority for the 
first time. The same is true where the first purported authority was in- 
valid because of procedural defects in enactment. The curative act vali- 
dates the bonds, not the original legislation.” 


* Campbell v. Indianapolis, 155 Ind. 186, 57 N.E. 920 (1900). 


* Ibid. This result is in keeping with the general rule of curative acts which is that the 
legislature may validate any action it might previously have authorized. See Judith Basin 
Land Co. v. Fergus County, 50 F. (2d) 792 (C.C.A. oth 1931); Marr v. Southern California 
Gas Co., 198 Cal. 278, 245 Pac. 178 (1926); Bass v. Mayor, 30 Ga. 845 (1860); Duanesburgh 
v. Jenkins, 57 N.Y. 177 (1874); Appeal of Palmer, 307 Pa. 426, 161 Atl. 543 (1932). 

ro “Tf it [the legislature] is without constitutional power, it cannot, by a subsequent act 
cure the want of power to act in the first instance.” Board of Education of Calloway County 
v. Talbott, 261 Ky. 66, 86 S.W. (2d) 1059 (1935). 


™ This distinction is made in Wight v. Police Jury of Avoyelles, La., 264 Fed. 705, 724 
(C.C.A. sth 1919): “It is, of course, impossible for the Legislature by a validating act, to 
accomplish that which it could not, on account of the limitation of the Constitution, have 
done primarily. But, within the terms of the Constitution, the Legislature had control of the 
manner in which the constitutional authority to levy taxes and issue bonds should be exer- 

As to the matters within control of the Legislature, no reason is seen why the 
validating act should not be given effect.” See also Simpson v. Teftler, 176 Ark. 1093, 1107, 
5 S.W. (2d) 350, 355 (1928): “It [the legislature] could not do indirectly what the Constitution 
prohibits it from doing directly.” 
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Realistically, the act authorizing the bonds may be general, but be- 
cause it is retroactive and the original invalid act was special the validat- 
ing act will operate in and only in the situation created by the special act. 
Thus, the doctrine that the legislature cannot do indirectly what it cannot 
do directly seems to receive lip service only. This is not altogether inde- 
fensible, however, for there is no prospective operation of the act which is 
permitted, and retrospectively “the ratifying acts are entitled to much 
favor and respect . . . . if the effects thereof are in harmony with equity, 
justice, and public policy.”” 

Occasionally, it has been contended that a general validating act cannot 
have effect if prior to its enactment the authorizing act has been declared 
unconstitutional, as this would permit legislative interference with judicial 
functions and thus would violate the doctrine of the separation of powers. 
This contention cannot be sustained. The judicial determination of un- 
constitutionality is not disturbed by the legalizing act—indeed it is legis- 
latively confirmed. The judicial decision, although making the bonds 
unenforceable, does not make them a nullity; consequently if a proper val- 
idating act is passed, the lack of original authority has been cured; the 
bonds become enforceable unless some other defect exists. 

If in anticipation of litigation contesting the speciality of the author- 
izing act, the legislature passes a curative statute, its enactment is purely 
precautionary, for until there is a judicial decision holding the authorizing 
act to be special the presumption in favor of its constitutionality prevails 
and the bonds are enforceable under its terms. Not until the original act 
is judicially declared unconstitutional is a validating act necessary to pro- 
vide new authority for the bonds. 

The curative act frequently is opposed on the ground that it violates 
the constitutional restriction on dual subject matter. The allegation is 
that the statute retroactively attempts to achieve two objectives, i.e. (1) 
authority to issue the bonds, and (2) validation of the bonds originally is- 
sued. Usually this contention will not be sustained because of the liberal 
interpretation which courts give this constitutional provision. Although 
the means are multiple, the court will find the object or subject matter 
single." 

The dual subject matter objection will be more effective, not against 
the validating act, but against the original authorizing act. But where the 
subject matter is dual, or has not been properly expressed in the title of 
the act, a curative act may make the bonds enforceable. The theory is 


12 Campbell v. Indianapolis, 155 Ind. 186, 206, 57 N.E. 920, 927 (1900). 
13 See Richman v. Supervisors, 77 Iowa 513, 42 N.W. 422 (1889). 
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similar to that expressed in the case of special legislation. Inasmuch as the 
defects existing in the form of the bill or in its enactment are procedural 
only, the bonds but not the act can be validated." 


VALIDATION OF BONDS IN EXCESS OF DEBT LIMITATIONS 

Popular demand for public services has always run ahead of a willing- 
ness to pay for them. The apparent ease of shifting burdens to future 
generations has induced many communities to issue bonds far in excess of 
the dictates of sound fiscal management. As a consequence, statutory and 
constitutional restrictions against incurring debts beyond the ability to 
pay frequently have been imposed upon states and their political sub- 
divisions.* In spite of this explicit policy, constitutional and statutory 
debt limitations are frequently circumvented with the acquiescence of 
legislative statutes and courts alike. The curative or legalizing act has 
been one of the most successful devices by which the evasion has been ac- 
complished. 

Two conflicting policies produce the anomalous result that non-defec- 
tive bonds” issued in excess of constitutional debt limits cannot be paid, 
but defective bonds*’ in excess of the debt limit can be validated and paid 
under most circumstances. The policy against incurring excessive obliga- 
tions conflicts with the policy of validating defective action wherever the 
credit of the state and fairness to bona fide holders demands validation. 
In the case of such conflict the latter policy usually prevails with the 
anomalous result indicated. 


A. CONSTITUTIONAL DEBT LIMITS AND NON-DEFECTIVE BONDS 

Where bonds are issued without procedural or instrumental defects 
under procedurally valid authorizing statutes but the issuance is in excess 
of a constitutional debt limitation, no legislative or judicial machinery is 


*4 Kennedy v. Meyer, 259 Pa. 306, 103 Atl. 44 (1918). 

*5 It is not within the scope of this article to investigate the effect of a statutory debt limit. 
Statutory debt limits should not cause any great difficulty, however, since a curative act 
passed to validate bonds issued in excess of the statutory limit would operate as an implied 
repeal of the limitation. A statutory debt limit is subject to change by the legislature. State 
v. Board of Education of Topeka, 137 Kan. 451, 21 P. (2d) 295 (1933). 

"6 As used in this section the phrase “non-defective bonds” means that the bonds were 
issued by proper authority, under a valid statute, and are not procedurally or instrumentally 
defective. As here defined, “non-defective bonds” may be unenforceable because they exceed 
a constitutional debt limit. 

7 “Defective bonds” as here defined are bonds issued without statutory authority, under an 
invalid authorizing statute, or which are procedurally or instrumentally defective. 
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available to enforce payment of the bonds.** When situations of this char- 
acter have arisen the courts have consistently enforced the debt limitation 
and have refused to permit payment when it is contested." 


B. CONSTITUTIONAL DEBT LIMITS AND DEFECTIVE BONDS 

Although in no situation may payment be enforced on a non-defective 
bond issued in excess of a debt limitation, in three out of four possible situ- 
ations where defective bonds are issued in excess of debt limitations pay- 
ment may be enforced: 

1. Where no debt limit exists at time of issuance or the debt limit has 
not been exceeded at the time of issuance but a debt limit has been im- 
posed or will be exceeded at the time of the attempted validation, valida- 
tion is permitted. 

2. Where the debt limit would have been exceeded by non-defective 
bonds at the date of issuance but is not exceeded at the date of attempted 
validation by validated bonds, validation is permitted. 

3. Where the debt limit is not exceeded at the date of issuance or at the 
date of attempted validation although it may have been exceeded in the 
interim, validation is permitted. 

4. Only in case the debt limitation is exceeded both at the date of issu- 
ance and at the date of attempted validation is validation denied. 

Apparently, the cause of the invalidity of the bond does not alter the 
result in any of these four situations. Thus wherever there is a valid cura- 
tive act, the result will be the same in each case although (1) the authoriz- 
ing act was valid but the bonds were defectively issued, (2) the authorizing 
act was invalid or there was no authorizing act and the bond itself was not 
defective, and (3) the authorizing act was invalid or non-existent and the 
bond was defective. 

This anomaly—the circumvention of a constitutional debt limit—has 
been accomplished by the application of two different theories so that 
whenever either theory or both theories support the validation of the 
bond, the bond will be sustained. 

The ab initio rule-—Wherever defectively issued bonds do not exceed 
the debt limitation at the time of issuance, or no debt limit exists at time of 
issuance courts will sustain a curative act which purports to cure defects 
in issuance arising either from a lack of, or invalid, statutory authority, 

"8 That is, there is no legislative or judicial machinery available to permit recovery on the 
bonds themselves as valid enforceable obligations. That there might be recovery in quasi- 
contract, etc., is not denied. 

+9 See notes ro and 11 supra. 
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improper issuing procedure, or instrumental defects in the bond.*® The 
reason advanced for the validation of these bonds, even though at the 
time of validation the debt limitation has been reached and the validation 
will result in exceeding the limitation, is that the legislature could have 
passed a valid act at the time of original enactment or could have provided 
by statute for the procedure actually followed in the issuance of the bonds. 
Thus in the leading case, Schneck v. City of Jeffersonville,* the court said: 

[The] effect and operation [of] the act must be held equivalent to conferring original 
legislative authority upon the City of Jeffersonville which would have authorized it to 
incur the indebtedness and issue the bonds to obtain the necessary means to defray the 
debt; and these obligations must therefore be considered in the same light as though 
they were valid ab initio Such ratifying or legalizing act of the legislature, . . . . 
is of the nature, or, rather, analogous to, a ratification by the principal of the unauthor- 
ized acts of the person who assumed to be his agent. 


The apparent desires of municipalities, bondholders, and courts coincide 
to raise a presumption in favor of validity wherever possible and thus the 
anomalous rule of ratification which has so frequently caused distress to 
the logic of the law of agency is incorporated into the law of legalizing 
acts to give not only a retroactive validation but an ab initio validation to 
unauthorized or defective action.” The result is that the constitutional 
debt limitation imposed upon a municipality becomes almost meaning- 
less. If at the time the bond was defectively issued the constitutional debt 


limit had not been reached or no constitutional debt limit existed, the 
bonds may be validated although at the time of validation the city had 


outstanding bonds in excess of the debt limit in reliance upon the invalidity 
of the contested issue.* 


2° Lack of statutory authority: Schneck v. Jeffersonville, 152 Ind. 204, 52 N.E. 212 (1898); 
People v. Mitchell, 35 N.Y. 551 (1866). Invalid statutory authority: Campbell v. Indian- 
apolis, 155 Ind. 186, 57 N.E. 920 (1900); Kennedy v. Meyer, 259 Pa. 306, 103 Atl. 44 (1918). 
Improper issuing procedure and instrumental defects in the bonds: Thomson v. Lee County, 
3 Wall. (U.S.) 327 (1865); Marr v. Southern California Gas Co., 198 Cal. 278, 245 Pac. 178 
(1926); Clinton v. Walliker, 98 Iowa 655, 68 N.W. 431 (1896); Duanesburgh v. Jenkins, 57 
N.Y. 177 (1874). 

1 152 Ind. 204, 216, 217, 52 N.E. 212, 216 (1898). 


2 See Wambaugh, A Problem as to Ratification, 9 Harv. L. Rev. 60, 61 (1895). “Un- 
questionably ratification and original authorization are similar; and unquestionably ratifica- 
tion, unless some rule prevents it from having efficacy, relates back, and is thereupon sub- 
stantially equivalent to original authorization. Yet there are many instances where ratifica- 
tion is wholly inefficacious, where relation does not take place, and where ratification and 
original authorization turn out to be very different things indeed.” 

23 Thomson v. Lee County, 3 Wall. (U.S.) 327 (1865); Schneck v. Jeffersonville, 152 Ind. 
204, 52 N.E. 212 (1898). It must be noted that the municipality cannot prevent validation 
of the bonds by any claim of “injurious reliance” on the invalidity of its own bonds. The 
moral obligation to repay purchasers is too strong to permit such a defense. Issuance of new 
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The present ability rule-——If{ the ab initio theory were followed consist- 
ently, whenever the defective issue exceeded the debt limitation at the 
time of issuance the bonds would be unenforceable just as valid bonds 
are unenforceable. The validation would operate from the date of the is- 
suance of the bonds and as at that date the bonds could not validly be 
issued because of the constitutional limitation, no legalizing act could 
grant authority to exceed the debt limit.** This would be consistent with 
the rule that a curative act can only legalize those things which might 
have been authorized at the date of original action.**> However, the desire 
to preserve municipal credit and to save “‘innocent”’ bondholders indicates 
the desirability of another principle which we shall call ‘““The Present Abil- 
ity Rule.” According to this principle if the debt limitation is not exceed- 
ed at the date of validation, the validation is proper even though the limit 
would have been exceeded at a prior date, because the validation operates 
from the date of the enactment of the curative statute. 

This result must be made without the assistance of any judicial decision 
directly on the point.” The presumption of validity is founded upon the 
general desire of courts to give remedial legislation a liberal interpreta- 
tion,?’? to preserve so far as possible municipal credit** and to protect pur- 
chasers for value.*®? Negatively, the fictional character of ab initio valida- 
tion argues strongly against its application in a manner which will require 


bonds in reliance on the invalidity of the prior issue as used here, means only that municipal 
officers, thinking the claims of bondholders unenforceable, have embarked the municipality 
upon new borrowings. 


*4 Forbes Pioneer Boat Line v. Board of Com’rs of Everglades Drainage Dist., 258 U.S. 338 
(1922); Board of Education of Calloway County v. Talbott, 261 Ky. 66, 86 S.W. (2d) 1059 
(1935). 

45 See note 9 supra. 


+6 Although it seems probable that there have been curative acts cases reaching the result 
sought by the “present ability rule,” none has been found. In view of the modern tendency to 
abandon legal fictions whenever possible, the recommendation of the “present ability theory” 
is not a radical nor an illogical step. 


*7 Remedial statutes are to be liberally construed. 2 Sutherland, Statutory Construction 
(Lewis’ ed. 1904) §§ 583-4. 

** Corliss, J., in dissenting from a decision holding county debt warrants validated, ex- 
presses this desire. “‘. .. . I wish to express my pleasure that the majority of this court are 
able to reach a conclusion contrary to this opinion, and hold the county liable on these war- 
rants. To a new state, its financial honor is of the highest importance. To develop its resources, 
capital is indispensable, and every thing that savors of repudiation, in any form, tends to 
frighten capital from its borders.” Erskine v. Nelson County, 4 N.D. 66, 91, 58 N.W. 348, 
357 (1893). 

** Great protection is accorded to bona fide purchasers and holders in due course. State- 
ments that the bona fide purchaser is a “favorite of the law,” etc., are common. See for 
example Scott v. Wilkinson, 215 Ala. 235, 110 So. 34 (1926). 
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invalidity and destroy credit and injure bondholders. In short, the ab 
initio rule was developed and will be used to sustain, but not to invalidate, 
defectively issued bonds.*° 

It has already been pointed out that it is the issuance of the bonds, not 
the enactment of a statute, which is invalid if the debt limit is exceeded. 
Thus if an original act were passed and bonds issued at a time when the 
limit would not be exceeded the issue would be valid. Consequently it is 
argued that if a defective issue is validated as of such a time, the bonds are 
validated and the obligations are enforceable. 

The logical difficulty which presents itself is that if the bonds were not 
defectively issued and exceeded the constitutional debt limit at date of 
issue, they cannot be validated, yet if the bonds were defectively issued, 
they can be validated and in many cases the effect of the debt limitation 
avoided. It would seem that if validation is permitted in the latter case, it 
should also be possible in the former, for when a bond is validated, it be- 
comes non-defective. The only available distinction seems to be that al- 
though the two cases are similar in substance there is a procedural remedy 
available in the case of a defective bond but no remedy is available in the 
case of a non-defective bond.* 

Situations where both theories apply.—Where the debt limit was not ex- 
ceeded at the date of issuance or at the date of validation no problem is 
presented by the particular issue of bonds involved, even though it may 
be that in the interim between issuance and validation other bonds have 
been issued and the debt limit temporarily was exceeded on the belief that 
the first issue was invalid. If the question is raised, as it has been on a few 
occasions,* either the ab initio theory will sustain the validity of the bonds 
because the debt limit was not exceeded at the time of issuance, or the 
present ability theory will sustain the bonds because if a new issue had 
been authorized at the time of validation, or if non-defective bonds had 
been issued at that date, there would be no doubt of validity. 

Situations where neither theory will validate the bonds.—When validation 
of bonds would result in exceeding the debt limit both at the time of issu- 


3° Wambaugh, in commenting on agency decisions in which the theory of ab initio ratifica- 
tion is departed from, states: “In short, these supplemental rules indicate that the enforce- 
ability of the transaction really arises at the time of the ratification, and is incapable of arising 
then if absurd or unjust results would follow.” Later in the same article the author continues: 
“This is one of the places where the law consciously takes cognizance of convenience and 
justice, and does not permit its usually convenient fictions to be carried too far.” Wambaugh, 
A Problem as to Ratification, 9 Harv. L. Rev. 60, 62, 70 (1895). 

3" See note 18 supra. 


3 Bessemer Investment Co. v. Chester, 22 F. Supp. 311 (Pa. 1938). 
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ance and at the time the validating act was passed, neither the ab initio 
theory nor the present ability theory will save the bonds. Inasmuch as the 

ab initio theory cures bonds only when the debt limit was not exceeded at 

the date of issuance and the present ability theory is effective only when 

the debt limit is not exceeded at the date of validation, if the debt limit is 

exceeded at both dates the defective bonds may not be cured. Thus, only 

in this one situation would defective bonds be treated the same as valid 

bonds and the constitutional debt limitation be preserved against eva- 

sion.*3 

Partial validation by curative act.—Although defective bonds may be 
validated in every situation save one, there still remains the possibility of 
partially validating non-defective bonds and also defective bonds to the 
extent they do not exceed the debt limit. 

Most decisions indicate that municipal indebtedness whether bonded or 
otherwise is not invalid except to the extent to which the constitutional 
limit is exceeded ;34 thus, it would appear that curative acts would be ap- 
propriate to validate bonds within constitutional debt limits. The diffi- 
culty, of course, is in determining whether the limitation will be applied as 
of the date of the issuance of the bonds or as of the date of their validation 
and the procedure by which some bonds will be selected for validation and 
others excluded. 

If validation is according to serial number, the selection seems to be 
purely arbitrary, for it assumes a difference in equities between the pur- 
chaser of the first bond and the purchaser of a bond of later serial num- 
ber.*S Inasmuch as the first purchasers may often buy the entire series, the 
logic of the holding is doubtful although as a remedy for the bondholder 
it may be better than nothing at all. 

Validation according to the order of date of sale likewise fails for similar 
reasons;** that is, first purchasers at least normally acquire the entire issue, 
and the date of sale to subsequent purchaser would seem to have no im- 
portance in determining the validity of the issue. 

Certainly the fairest method is to apportion the loss between all the 
bonds and to “validate” the bonds on a pro rata basis. This obviates a 
possible objection raised to the first two procedures that there is a denial 

33 Similarly, validation by judicial decree is denied when to validate the defective bonds 
would exceed the constitutional debt limit. State v. Belleair, 125 Fla. 669, 170 So. 434 (1936). 


34 Munroe v. Reeves, 71 Fla. 612, 71 So. 922 (1916); Trepp v. Independent School Dist., 
a Towa 944, 240 N.W. 247 (1932); Board of Com’rs v. McClellan, 164 La. 808, 114 So. 694 
1927). 
35 Moreover, it is not likely that bonds always will be sold in exact serial number order. 
36 See Board of Com’rs v. McClellan, 164 La. 808, 114 So. 694 (1927). The case does not 
state that bonds of early serial numbers were first sold or give any other indicia by which to 
determine which bonds were sold first. 
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of due process in that the procedure is arbitrary and discriminatory. 
Nevertheless, pro rata payment is hardly a validation of the bond but is 
more nearly a legislative attempt to permit recovery within its constitu- 
tional abilities. 

Pro rata validation, however, has seldom been attempted.*’ Indeed, if 
the implications of the prior cases are correct, the only situation in which 
pro rata validation would be necessary would be in those limited situations 
where the original issuance of the bonds was non-defective or in those cases 
where defectively issued bonds exceed debt limits both at the time of issu- 
ance and at the date of validation. 

If non-defective bonds exceed the debt limit and are therefore unen- 
forceable, it may be argued that a curative act would be available to per- 
mit pro rata payment. This, of course, requires a new interpretation of 
what constitutes invalidity for purposes of curative act legislation. It 
does not seem, however, that the situation of a non-defective bond is es- 
sentially different from that of the defective bond; thus it would not be dif- 
ficult for a court to hold that debt limit excess was a defect in validating 
the bonds so that a curative act would operate. 

If this analysis is proper, then the only question which remains is 
whether the non-defective issue can be validated pro rata as of the date 
of issuance or as of the date of validation. Although it might appear that 
validation could be made only as of the date of issuance and the cases re- 
fusing to enforce the payment of non-defective bonds direct this conclu- 
sion, it would seem entirely appropriate for the court to select the date of 
validation. A curative act directing payment of the non-defective bond 
which exceeded the debt limit at time of issuance but did not exceed the 
debt limit at time of validation would merely be a direction restraining 
the legislature from issuing more bonds until the non-defective bonds were 
paid. In short, this is a legislative determination of priorities which re- 
quires the city to pay its existing issued bonds before it can incur new in- 
debtedness. To require the city to meet its obligations, though invalidated 
because in excess of the debt limit before contracting new ones, would pro- 
tect innocent purchasers, would preserve the credit of the city and, there- 
fore, appeals to ethical standards of business management without, in 
fact, destroying the effectiveness of the debt limit. 

This analysis would permit the legislature to enforce the debt limitation 
and still protect the bondholder; it would be impossible for the legislature 
to evade the debt limit by validating all bonds; it would make purchasers 

37 Indeed, the only case found in which a curative act was allowed to effect partial valida- 


tion was reversed upon appeal, Mitchell County v. City Nat’l Bank, 15 Tex. Civ. App. 172, 39 
S.W. 628 (1897), rev’d, 91 Tex. 361, 43 S.W. 880 (1898). 
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run the risk that bonds in excess of the debt limit would not be paid unless 
legislative action were taken; but it would permit the legislature, where 
the equities were strong, to restrain the city from incurring new obliga- 
tions until it had paid those which in justice should be paid. The curative 
act as a device for the accomplishment of this result seems particularly ap- 
propriate. Pro rata validation likewise assists the flexibility of the rule, 
for by determining the date of validation the legislature can adjust the 
equities of the claim between bondholder and city within the limits of 
the due process clause. 
OBLIGATION OF CONTRACT 


Curative acts occasionally have been attacked as violating obligation of 
contract, but apparently there are no bond cases on the point. This is to 
be expected, however, for the curing of a particular series of bonds affirms 
the contract in those bonds, and the effect of validation on other issues is 
only indirectly disadvantageous. It is conceivable that bonds might be 
issued defectively in so large an amount that the validation of them might 
impair the security of other bonds. The real security, however, behind 
most municipal bonds is the general taxing power, and its impairment 
might be a violation, but an increased burden on the taxing power seems 
to be too remote. Thus, when the argument that the issuance of new bonds 
changed the value of bonds already issued was made to the Kansas Su- 


preme Court, the court said: “it is purely speculative that it would have 
the effect contended.’’s* It is clear that bond validation statutes normally 
do not violate the obligations of contract. 


INTERFERENCE WITH JUDICIAL POWER 


The enactment of a curative statute after litigation has begun or after 
final judgment has been rendered, in most instances, is not unconstitu- 
tional. Although the statute results in an apparent impairment of the 
court’s judgment, a majority of jurisdictions will hold that the separation 
of powers doctrine has not been violated. 

At least in case the judgment goes to the validity of the authorizing 
statute, the curative act does not affect the judgment directly. The pas- 
sage of the curative act reaffirms the judgment and provides a new au- 
thority in place of the invalidated authority. Consequently, the legislative 
activity is not inconsistent with or interfering with the judicial function, 

38 State v. Board of Education of Topeka, 137 Kan. 451, 21 P. (2d) 295 (1933). 


39 Curative acts may affect pending litigation, Clinton v. Walliker, 98 Iowa 655, 68 N.W. 
431 (1896); Pyote Independent School District v. Dyer, 34 S.W. (2d) 578 (Tex Com’n of 
App. 1931). Contra: Columbus, C. & I. C. R. Co. v. Board of Com’rs of Grant County, 
65 Ind. 427 (1879). Curative acts may affect final judgments, King v. Course, 25 Ind. 202 
(1865); Johnson v. Board of Com’rs of Wells County, 107 Ind. 15, 8 N.E. 1 (1886); Richman 
v. Supervisors, 77 Iowa 513, 42 N.W. 422 (1889). 
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but rather after the court has invalidated one authority, the legislature 
provides a new authority with retroactive effect. 

If the judgment has declared the bonds invalid for defective issuance, 
then a subsequent curative act affects the judgment directly. The cura- 
tive statute even in this case need not go directly to the judgment, for 
while the legislature cannot annul it or set it aside it can remove defects 
upon which the judgment was rendered.*° Again, although legalistically 
this may satisfy a majority of jurisdictions that the doctrine of separation 
of powers is not violated, the actual effect is to permit a legislative reversal 
of the judgment. It helps but little to assert that the statute is “forma- 
tive’ rather than “judicial” in character. Basically this assertion affords 
a practical way for the court to provide formal compliance with constitu- 
tional requirements without too great an injury to creditors. Some stat- 
utes carry the parallelism further by specifically declaring that any pay- 
ment shall be considered a gratuity.** 

Practically all the cases are in agreement that a curative act may render 
ineffective a judgment prior to the time that it becomes final.“? Thus, the 
curative statute may be enacted at any time prior to appeal to the court of 
last resort. Apparently, the theory here is based more on the concept of 
vested rights than on separation of powers. Indeed, the interference with 
the judicial function is not different in either case so that if after judgment 
the legislative activity is bad, it would seem equally bad before the judg- 
ment became final. 

The reasoning of the cases is that, although a direct overthrowal of a par- 
ticular judgment would be unconstitutional, the legislature, subject to the 
usual constitutional limitations, may enact or amend a statute. Legisla- 
tion having this effect does not “invalidate” judgments, but changes the 
law upon which future determinations may be made. It may be concluded, 
therefore, that curative statutes, unless directly attempting to overturn 
specific judgments, will successfully evade the apparent objection that the 
act constitutes an encroachment upon the judiciary. 

4° Thus in Johnson v. Board of Com’rs of Wells County, 107 Ind. 15, 8 N.E. 1 (1886), the 
court upheld the curative act though it expressly denied the power of the legislature to over- 
turn judgments. Although not a case in which a judgment had been rendered prior to the 
enactment of the curative statute, the language of the court in Pyote Independent School Dist. 
v. Dyer, 34 S.W. (2d) 578 (Tex. Com’n of App. 1931) to the effect that “‘a curative statute .. .. 


cures the defect the same as if such statute had become effective before the institution of the 
suit,” would seem to direct the same result. 

4* Of course payment is a “gratuity” only in the sense that it is not legally necessary to give 
the bond purchasers their money back. As recognized in the quasi-contract cases (note 1 
supra) there does in fact exist a strong “moral obligation” to refund the purchase price to the 
bondholders. 


# See note 38 supra. 
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DUE PROCESS OF LAW 

Generally speaking, if a curative act escapes other constitutional pit- 
falls, it will not be declared in violation of the due process clause unless it 
impairs a “vested right.” Professor Bryant Smith in his brilliant article*® 
pointed out that it might be assumed that “A right is vested when it is im- 
mune to destruction, and that it is not vested when it is liable to destruc- 
tion, by retroactive legislation.” It might be said as easily that a retroac- 
tive act is valid when it does not impair a “vested right” and that it is in- 
valid when it does, but as Professor Smith suggests this does not advance 
much the analysis of due process and curative legislation. 

In the bond cases the due process attack has usually been either (1) 
against the curative act on the ground that the act itself violates due 
process in attempting to validate defective rights or (2) against the bonds 
on the ground that they were issued in violation of due process and, thus, 
may not be validated by curative legislation. 

It is argued in the first situation that although the acts done defectively 
did not in themselves constitute violations of due process, an attempt to 
change relationships between the parties results in the taking of property 
without due process. This, of course, proves too much, for many rights are 
divested under the police power and the illusive test of reasonableness is 
always available to support the validity of the action. The test of reason- 
ableness as applied to bond cases normally will sustain the validating act 
for it usually results in the granting of a benefit rather than in the imposi- 
tion of a harm.“4 The presumption in favor of remedial legislation assists 
a determination in favor of the reasonableness of the legislative action. 
Thus, where the defect in the bond is procedural only or where the bond 
might be constitutionally issued without notice and hearing although the 
statutes in fact provide for it, failure to comply may be cured wherever the 
validation does not result in arbitrary discrimination between creditors or 
taxpayers. 

The “vested rights” theory has been advanced to prevent a curative 
act affecting the course of pending litigation, but courts quickly determine 
that no “vested right”’ was created in pending litigation* and that final 
determinations must be governed by the law at the time the decision was 


* Smith, Retroactive Laws and Vested Rights, 5 Tex. L. Rev. 231 (1927), continued in 6 
Tex. L. Rev. 409 (1928). 

44 Allegan v. Consumers’ Power Co., 71 F. (2d) 477 (C.C.A. 6th 1934); Judith Basin Land 
Co. v. Fergus County, so F. (2d) 792 (C.C.A. oth 1931); Oregon Short Line R. Co. v. Clark 
County Highway District, 22 F. (2d) 681 (Idaho 1927); Bass v. Mayor, 30 Ga. 845 (1860). 

4s Duanesburgh v. Jenkins, 57 N.Y. 177 (1874). See also Mayor v. Wolcott, 12 Del. Ch. 
379, 112 Atl. 703 (1921); Worley v. Idleman, 285 Ill. 214, 120 N.E. 472 (1918); Houle v. 
Lussier, 50 R.I. 339, 147 Atl. 756 (1929). 
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rendered. When the curative act was passed after final judgment, some 
courts have held that the curative act does in fact impair “vested rights,” 
but the better view does not extend due process protection even in this 
case unless the result of the curative act is unfair and unreasonable. 

If the basis of attack is the invasion of due process not by the curative 
act but by the original act or by action taken under it, it is clear that a 
legalizing act would not cure the defect. Normally the case will not arise 
for the doctrine is established that lack of constitutional authority cannot 
be cured by legislative action. However, where the defect does not pro- 
duce an injury, some courts are inclined to permit validation of constitu- 
tionally defective action but not of a lack of constitutional authority. 

Since it is difficult to envisage a municipality claiming a “vested right” 
in the invalidity of its own bonds or asserting that it is deprived of due 
process by their validation, it is apparent that in most circumstances cura- 
tive acts will escape the allegation of unconstitutionality on the ground 
that they violate due process. 

Cases involving questions of procedural due process turn upon consid- 
erations of jurisdiction. Courts frequently have said that jurisdictional 
difficulties may not be validated, but this is not necessarily true in the 
bond cases. As pointed out in a recent Montana case‘? the problem is solved 
by determining what body lacked jurisdiction. If the legislature had no 
jurisdiction, obviously the act cannot be sustained. On the other hand, if 
the lack of jurisdiction lies solely with the municipality, the defect can be 
legislatively remedied. If the legislature could have originally conferred 
jurisdiction on the municipality to issue bonds, it could have done so 
retroactively by a curative act. 

Although the books contain numerous and frequently involved state- 
ments of the due process problem as it relates to the validity of curative 
legislation, it is apparent from the analysis of the results of these decisions 
that the due process objection will not invalidate legislation in those cases 
where the validation of the bond will protect the credit of the municipal- 
ity, permit payment to the bondholders, and will not work serious dis- 
criminations among those who must pay. Perhaps more in these cases 
than in any others, the concept of due process of law is a concept of fair- 
ness and justice under the circumstances—a rule which may be tested by 
the circumstances of each case but which is unfortunately deficient in pre- 
dicting future action with certainty. 


46 Such decisions usually have been in terms of legislative interference with judicial powers. 
See People v. Wiley, 289 Ill. 173, 124 N.E. 385 (1919); Mayor v. Horn, 26 Md. 194 (1866); 
Cowen v. State, 101 Ohio 387, 129 N.E. 719 (1920). 


47 Weber v. Helena, 89 Mont. 109, 297 Pac. 455 (1931). 





FEDERAL DISCOVERY IN OPERATION 


James A. Prxe* AND Joun W. Witust 


N THE Federal Rules, now a year and a half old, a new philosophy of 
I procedure has emerged in practical form.’ To follow an analysis one 
of us recently adopted,? any system of procedure preparatory to 
trial has three objects: (1) notice-giving—informing the parties of the 
general nature of the claims or defences to be litigated; (2) issue-formula- 
tion—narrowing the matters in dispute between the parties in order to 
simplify the trial; and (3) fact-revelation—making it possible for the par- 
ties to be familiar before trial with the facts relevant to the case. Under 
common-law procedure, and to some extent under the codes, the burden of 
performing the three functions fell almost entirely upon pleading—indeed 
a faltering workman for the performance of such great tasks. The new 
Federal Rules of Civil Procedure have supplied pleading with two husky 
helpmates: the pre-trial hearing under Rule 16 bears much of the burden 
of issue-formulation ;} and the discovery procedure under Rules 26 to 37, 
in addition to aiding in issue-formulation, bears most of the burden of fact- 


revelation. Thus notice-giving is the only task which pleading must exe- 
cute alone. This makes possible a more generalized form of statement than 
was heretofore appropriate. As pleadings have become less significant in 


* Attorney, Securities and Exchange Commission; Lecturer in Civil Procedure, George 
. Washington University. 


t Member of the California Bar. 


* The new Federal Rules of Civil Procedure were authorized by Congress in 1934 (48 Stat. 
1064 (1934), 28 U.S.C.A. §§ 723b, 723c (Supp. 1938)) and became effective on September 16, 
1938 (Rule 86), after three years of work by the Advisory Committee appointed by the court. 
Dean (now Judge) Charles E. Clark was Reporter for the Committee. 

On the movement for the adoption of the Rules and their general scope, see Proceedings of 
Cleveland Institute on Federal Rules of Civil Procedure 177-82 (A.B.A. 1938); Clark and 
Moore, A New Federal Civil Procedure: I. The Background, 44 Yale L. J. 387 (1935); 
Sunderland, The Grant of Rule-Making Power to the Supreme Court of the United States 
32 Mich. L. Rev. 1116 (1934). 


? Pike, Cases on New Federal and Code Procedure 57-60 (1939). 


3 See Sunderland, The Theory and Practice of Pre-trial Procedure, 36 Mich. L. Rev. 215 
(1937); Pre-trial Hearings and the Assignment of Cases, 33 Ill. L. Rev. 699 (1939). 

4See Status of the Ultimate Fact Test in Pleading under the New Federal Rules, 1 Fed. 
Rules Serv. 8a.24 (1939). But cf. McCaskill, Jury Demands in the New Federal Procedure, 
85 U. Pa. L. Rev. 315, 325 (1940). 
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the pre-trial picture, objections thereto, designed to polish them to per- 
fection, have been viewed with less favor.‘ 

Against this general background, the new discovery procedure can be 
understood. In order to provide a procedure flexible enough to accomplish 
the objects of fact-revelation and issue-formulation in various types of 
cases, the newrules have provided several separate but interrelated devices. 
First, there is the deposition-discovery procedure under Rules 26, 30, and 
31, by which information may be secured from any person having knowl- 
edge of relevant facts—either upon oral examination or written inter- 
rogatories. Next, by similar means, information to be used in future litiga- 
tion, or possibly in framing a complaint, may be procured by deposition 
before action under Rule 27. Third, Rule 33 provides for interrogating 
the adverse party in writing. Fourth, provision is made for the inspec- 
tion, copying, and photographing of documents or of real or personal 
property in the possession or control of the adverse party. Fifth, Rule 35 
provides for physical and mental examination of parties. And finally in 
Rule 36 a simple procedure is afforded for securing before trial admissions 
of facts or of the genuineness of documents. 

The first device mentioned—the general deposition-discovery proce- 
dure—trequires further explanation. Briefly, under the new rules deposi- 
tion and discovery have been merged. The customary objections to the 


taking of depositions may now be made only when it is sought to introduce 
the depositions at the trial.* As a result, pre-trial examination—oral or 
written’—may be had of any person having relevant information; and 
restrictions on the scope of the examination obtaining under the tradition- 


5 Pike, Objections to Pleadings under the New Federal Rules of Civil Procedure, 47 Yale 
L. J. 50 (1937). 

¢ The types of unavailability which will justify use of the record of the deposition hearing 
at the trial are outlined in Rule 26 (d) (3): 

“The deposition of a witness, whether or not a party, may be used by any party for any 
purpose if the court finds: 1, that the witness is dead; or 2, that the witness is at a greater 
distance than 100 miles from the place of trial or hearing, or is out of the United States, unless 
it appears that the absence of the witness was procured by the party offering the deposition; 
or 3, that the witness is unable to attend or testify because of age, sickness, infirmity, or im- 
prisonment; or 4, that the party offering the deposition has been unable to procure the attend- 
ance of the witness by subpoena; or 5, upon application and notice, that such exceptional cir- 
cumstances exist as to make it desirable, in the interest of justice and with due regard to the 
importance of presenting the testimony of witnesses orally in open court, to allow the deposi- 
tion to be used.” 

7 The procedure for oral examination is outlined in Rule 30, the procedure for written in- 
terrogatories in Rule 31. The choice is with the discoverer, but the court may on motion of 
the discoveree change the mode of examination. Rules 30 (b), 30 (d), 31 (d). Cf. Rule 27 (a) (3), 
providing that the court shall decide initially the mode of examination in depositions before 
action. 
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al discovery procedure have been swept away. Should the persons so ex- 
amined be available at the trial, the record of their pre-trial examination 
normally serves only a discovery purpose; but should any of the persons 
become unavailable, the record may be used in the trial under the circum- 
stances listed in Rule 26(d).* 

About a year ago we discussed the general nature of the new procedure 
and the changes it wrought in existing limitations upon fact-gathering de- 
vices, pointing out some small defects in the procedure and expressing 
some large hopes for its effectiveness in renovating federal civil procedure.° 
Since that time the bright tools have been tried by fire: they have been 
blackened and sometimes dulled in the work of litigation. What was then 
only a philosophy and a hope has in action played an important part in 
the trial-preparation of hundreds of litigants, the wide use of the pro- 
cedure being reflected by opinions in over a hundred cases. It is the pur- 
pose of the present article to project these decisions against the general 
pattern we previously sketched. It is intended both as a practical guide 
to the practitioner making use of these new tools and as a factual basis 
for the consideration of changes in the language of Rules 26 to 37."° 

Before considering specific problems which have been affected by the 
cases, two broad trends should be noted: the first dealing with the relation 
between discovery procedure and the procedure for obtaining a bill of par- 
ticulars, and the second with the relation between the two methods of tes- 
timonial discovery—depositions under Rule 26 and interrogatories under 
Rule 33. 

Rule 12(e) provides that “a party may move for a more definite state- 
ment or for a bill of particulars of any matter which is not averred with 
sufficient definiteness or particularity to enable him properly to prepare 
his responsive pleading or to prepare for trial.”” In terms then, this motion 
overlaps with the discovery machinery as a means of pre-trial fact-gather- 
ing. But the motion for bill of particulars has long ago been proved to be 
both an ineffective method of procuring precise facts, and a technique sus- 
ceptible of use as a dilatory device." 

* See note 6 supra. 


» Pike and Willis, The New Federal Deposition-Discovery Procedure, 38 Col. L. Rev. 1179, 
1436 (1938). Some other phases of the subject are treated in Pike, The New Federal Deposi- 
tion-Discovery Procedure and the Rules of Evidence, 34 Ill. L. Rev. 1 (1939). 

*° The power of the Supreme Court to amend the rules was established by a minor amend- 
ment transmitted to Congress on January 2, 1940. The Advisory Committee, which met in 
December and proposed the one change, is giving careful consideration to other suggestions 
for amendment. 

™* See Remarks of Judge Charles E. Clark, Proceedings of the New York Symposium on 
Federal Rules of Civil Procedure 242-3 (A.B.A. 1938); and Pike, op. cit. supra note 5, at 62-5. 
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While it is unfortunate that the new rules perpetuate this motion at 
all, it is reassuring to find that in numerous decisions last year the district 
judges have practically read out of the rule the phrase “to prepare for 
trial’”’* and have in effect limited the remedy to the function of assisting 
the defendant in preparing his answer." This readiness to require the 
movant to rely upon discovery is based upon the broad scope of examina- 
tion afforded a discoveror. Paradoxically, however, a number of decisions 
have used this same reason as a basis for permitting the use of a motion 
for a bill of particulars as a means of trial-preparation; they argue that if 
a broad scope of examination is permitted under the rule dealing with 
discovery, why should it not be permitted under the rule dealing with a 
motion for a bill of particulars?** But in most instances the courts have 
been consistently referring those who move for particulars to the more 
effective and appropriate remedies afforded by Rules 26 to 37. 

As to the second general trend, it should be noted that the rules pro- 
vide two testimonial discovery devices: first, the regular deposition pro- 
cedure under Rules 26, 30, and 31 (to which is assimilated the deposition 
before action under Rule 27); and second, interrogatories to parties under 
Rule 33. The latter rule, while apparently intended as an alternative or 
supplement to the more extensive deposition rules, is silent as to the scope 
of inquiry. But the new rules had been in force only two weeks when Judge 
Ford ruled that the methods must be construed together and that the 


2 E.g., Brinley v. Lewis, 27 F. Supp. 313 (M.D. Pa. 1939); Jessup & Moore Paper Co. v. 
West Virginia Pulp & Paper Co., 25 F. Supp. 598 (Del. 1938); Coca Cola Co. v. Marbert 
Products Co., 2 Fed. Rules Serv. 12e.231 (E.D. N.Y. 1939); Pearson v. Hershey Creamery Co., 
30 F. Supp. 82 (M.D. Pa. 1939); United States v. Schine Chain Theatres, Inc., 2 Fed. Rules 
Serv. 12e.231 (W.D.N.Y. Jan. 17, 1940). 


13 Interestingly enough, a recent decision has indicated that a motion for bill of particulars 
should be used for this latter purpose in preference to taking a deposition before answer. 
Pirnie v. Andrews, 2 Fed. Rules Serv. 26a.164 (S.D. N.Y. 1939). According to Rule 26(a) 
a deposition may be taken after answer upon notice; but leave of court must be sought to 
take one before answer. Yet it would seem that, rather than a bill of particulars, interroga- 
tories under Rule 33 (which may be filed as soon as the action is instituted) would provide 
the defendant with the best possible means of preparing his answer. Interesting in this con- 
nection is the suggestion of Judge Clark: “If any of you in the federal courts are proposing to 
move for a more definite statement, I would suggest that you hesitate and say, ‘Will I get it,’ 
and eventually decide to proceed under the rules, for example, to proceed under Rule 33, which 
provides very simply for questions to be addressed to the opposing party without any formality 


whatever.” Proceedings of New York Symposium on Federal Rules of Civil Procedure 242-3 
(A.B.A. 1939). 


+4 E.g., Teller v. Montgomery Ward & Co., 27 F. Supp. 938 (E.D. Pa. 1939); Mulloney v. 
Federal Reserve Bank of Boston, 26 F. Supp. 148 (Mass. 1938). In the Teller case the court 
went so far as to allow defendant to use a motion for bill of particulars to procure names of 
witnesses, because they could be obtained by discovery. 
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scope of examination under Rule 33 was not to be limited by the restric- 
tions that courts had built around Equity Rule 58, but was to be as broad 
as that provided in Rule 26(b) for depositions**—a view which, with a re- 
cent exception,”* has been generally applied.”’ 


“FISHING EXPEDITIONS” 


It was in the scope of examination that the new rules effected the most 
profound change, and it is with this subject that most of the past year’s 
decisions are concerned. Naturally enough, it is in this field that most of 
the conflicts of interpretation have developed. 

When the new rules went into effect it was assumed that an end was put 
to the time-honored stricture on “‘fishing expeditions” imposed by the rule 
that a party might not discover facts concerning his opponent’s case." 
The rules were given an encouraging send-off on this point by the opinion 
of Judge Moscowitz in one of the first cases, in which he said that “It will 
not avail a party to raise the familiar cry of ‘fishing expedition.’ ’’*® On the 
whole, the federal courts have tended to agree with this statement. Sev- 
eral decisions have expressly held that a party may inquire into his op- 
ponent’s case,”° one court going so far as to say that discovery under the 
new rules affords “the privilege of compelling either or both parties to dis- 
close before trial the detailed items of evidence.” In view of the extent 
to which the phrase had become commonplace in discovery cases before 
the new rules, the failure of the courts to refer to “fishing expeditions” in 
the many cases of the past year is quite commendable. 

Of course it would have been contrary to human nature, particularly to 
judicial nature, if the adoption of the new practice had swept away all 
vestiges of the old rule. In fact, the provisions of Rules 30(b) and (d) and 

*S Nichols v. Sanborn Co., 24 F. Supp. 908 (Mass. 1938), quoting 2 Moore, Federal Practice 
§ 22.02 (1938). ‘ 

*6 See Coca Cola Co. v. Dixi-Cola Laboratories, 30 F. Supp. 275 (Md. 1939). 


17 See, e.g., B.B. Chemical Co. v. Cataract Chemical Co., 25 F. Supp. 472 (W.D. N.Y. 
1938); Landry v. O’Hara Vessels, 29 F. Supp. 423 (Mass. 1939); Lanova Co. v. Nat’l Supply 
Co., 29 F. Supp. 119 (W.D. Pa. 1939). 

18 Pike and Willis, op. cit. supra note 9, at 1436-43. Typical of the former rule is the opinion 
of Judge Lindley in the recent case of Indianapolis Amusement Co. v. Metro-Goldwyn-Mayer 
Dist. Co., go F. (2d) 732, 734 (C.C.A. 7th 1937): “A bill will not lie to pry into the case of an 
adversary, to learn its strength or weakness. A discovery sought upon suspicion or vagueness 
is of a fishing character and will be dismissed.” 

9 Laverett v. Continental Briar Pipe Co., 25 F. Supp. 80 (E.D. N.Y. 1938). 


2° Newcomb v. Universal Match Co., 25 F. Supp. 169 (E.D. N.Y. 1938); Nichols v. San- 
born Co., 24 F. Supp. 908 (Mass. 1938); McInerney v. William P. McDonald Construction Co., 
28 F. Supp. 557 (E.D. N.Y. 1939). 


% Judge Porterie, in Dixon v. Sunshine Bus Lines, 27 F. Supp. 797 (W.D. La. 1939). - 
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31(d), which permit the court to limit or terminate an examination when 
necessary to “protect the party or witness from annoyance, embarrass- 
ment, or oppression,” clearly left an opening for some of the old limita- 
tions. The presumption, however, has been reversed. Previously, in- 
quiry into the other party’s case was suspect, and it was allowed only in 
exceptional cases. Today, practically any line of questioning is prima facie 
allowable in the absence of some affirmative showing of “annoyance, em- 
barrassment, or oppression.” 

Examination of the cases in which motions to limit or forbid examina- 
tion have been passed upon indicates that on the whole the courts have 
recognized this shift in emphasis. As Judge Moscowitz said in the case 
just quoted, “It was not intended that they [Rules 30(b) and 30(d)] be 
made the basis of an application to the Court in every case.” Such mo- 
tions are not looked upon with much favor, especially where they are 
made before the taking of the deposition has commenced ;* in fact, they 
are generally denied except where some definite prejudice is shown.** No 
judge has yet attempted to limit discovery by deposition or interrogatory 
to facts supporting the case of the discoveror. 

Particularly interesting is an opinion of Judge Nields, rendered in No- 
vember, 1939. The action, one by the government for the recovery of 
taxes for illegal diversion of alcohol, had been pending for five years and no 
answer had yet been filed. After the new rules became effective the de- 
fendant served interrogatories on the government. The latter objected on 
the ground that to answer the interrogatories would be to give away part 
of the government’s case since it would require the disclosure of the evi- 
dence by which it was intended to show knowledge of the defendant’s offi- 
cers. Judge Nields overruled the objections, saying that “under the new 
rules the scope of answers to interrogatories may vary with the special 
circumstances of the case,” and that the defendant, needing the specific 
information asked for to enable him to answer, was entitled to it.” 


= Laverett v. Continental Briar Pipe Co., 25 F. Supp. 80 (E.D. N.Y. 1938). 


*3 Stankiewicz v. Pillsbury Flour Mills Co., 26 F. Supp. 1003 (S.D. N.Y. 1939); Nekrasoff v. 
United States Rubber Co., 27 F. Supp. 953 (S.D. N.Y. 1939); Newcomb v. Universal Match 
Co., 27 F. Supp. 937 (E.D. N.Y. 1939); Spotts v. O’Neil, 2 Fed. Rules Serv. 30b.31 (S.D. 
N.Y. 1939); Piccard v. Sperry Co., 30 F. Supp. 171 (S.D. N.Y. 1939); Zuckerman v. Pilot, 
2 Fed. Rules Serv. 30b.31 (S.D. N.Y. 1940). 


24 Goldberg v. Raleigh Manufacturers, 28 F. Supp. 975 (Mass. 1939); Union Central Life 
Ins. Co. v. Burger, 27 F. Supp. 556 (S.D. N.Y. 1939); Unlandherm v. Park Contracting Co., 
26 F. Supp. 743 (S.D. N.Y. 1938); and see cases cited in note 23 supra. Cf. Eastern States 
Petroleum Co. v. Asiatic Petroleum Co., 27 F. Supp. 121 (S.D. N.Y. 1938) (prejudice to de- 
ponent shown). 

*s United States v. American Solvents & Chemical Co. of Calif., 30 F. Supp. 107 (Del. 
1939). 
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One of the chief arguments against the “fishing expedition” objection 
is the idea that discovery is mutual—that while a party may have to dis- 
close his case, he can at the same time tie his opponent down to a definite 
position.” A recent decision, however, deals this idea a rather unexpected 
blow. The defendant in a patent suit was proceeding to take the plain- 
tiff’s deposition. The plaintiff moved for an order forbidding inquiry into 
the dates on which the invention was made or reduced to practice, unless 
the defendant simultaneously disclosed the date and identity of any prior 
uses on which it intended to rely as anticipatory. Rule 30(b) prescribes 
that the court, among other things, may order “that the parties shall si- 
multaneously file specified documents or information enclosed in sealed en- 
velopes to be opened as directed by the court.’”’ This principle of mutual 
disclosure is well established in patent litigation?” and has been applied 
under the new rules when parties have requested bills of particulars” or an- 
swers to interrogatories,” even though the rules dealing with bills of par- 
ticulars and interrogatories (unlike Rule 30(b) dealing with depositions) 
do not expressly sanction the practice. Yet the court denied the motion, 
brushing aside as without merit the contention that the City of Milwau- 
kee, the defendant in the action, might practice a fraud on the plaintiff.*° 
Granting that, as the court said, the rules should be given a liberal con- 
struction, allowance of the plaintiff’s motion would have been entirely in 
line with the policy of the new procedure.** 

The extent to which the “fishing expedition” argument has been de- 
vitalized is strikingly illustrated by a line of cases in the Eastern and 
Southern Districts of New York in which the plaintiff in a personal injury 
action sought discovery of statements gathered by the opposite party or 
his insurer after the accident—in some instances apparently after the in- 
stitution of suit.2°> The first case, Bough v. Lee,*** is also of interest in that 
it indicates that the course of discovery does not run as smoothly as might 
have been hoped. The defendant’s insurer had obtained statements from 
the plaintiff and the defendant following the automobile collision which 
gave rise to the suit. Unable to obtain them from the defendant, who did 

26 See Pike and Willis, op. cit. supra note 9, at 1437-8. 

27 Dick v. Underwood Typewriter Co., 235 Fed. 300 (S.D. N.Y. 1916). 

8 Teller v. Montgomery Ward & Co., 27 F. Supp. 938 (E.D. Pa. 1939). 

29 Ibid.; Babcock & Wilcox Co. v. North Carolina Pulp Co., 25 F. Supp. 596 (Del. 1938). 


3° Chemo-Mechanical Water Improvement Co. v. Milwaukee, 29 F. Supp. 45 (E.D. Wis. 
1939). 


38 Cf. Spotts v. O’Neil, 2 Fed. Rules Serv. 30b.37 (S.D. N.Y. 1939). 
3eb See Discovery of Statements and Documents Obtained after Claim Has Accrued, 2 Fed. 
Rules Serv. 26b.211 (1940). 


3° 26 F. Supp. 1000, 28 F. Supp. 673, 29 F. Supp. 498 (S.D. N.Y. 1939). 
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not have them in his possession, the plaintiff served a notice to take the 
deposition of the insurance company. The defendant’s motion to forbid 
inquiry as to the statements was denied, Judge Leibell saying that “the 
matter sought upon the examination may be relevant and material upon 
the trial, either on the cross-examination or redirect examination of the 
parties themselves.”** The matter was not to end there, however. A sub- 
poena duces tecum having been issued, a motion to vacate it was made g 
and denied; appeal was taken from the order denying the motion, and 
application made for a stay; the latter being denied, the representatives of 
the insurance company testified that they did not have the statements, 
and that these were either at their New York office or in the possession of 
their New York or Washington attorneys. The deposition of a representa- 
tive of the New York office was then taken with no more success. The 
attorney for the insurance company, although present at the taking of the 
deposition, refused to say whether he had a copy of the plaintiff’s state- 
ment, stating that he attended as an attorney and not as a witness. 
Thereupon his deposition was noticed for taking. He moved to vacate or 
limit the examination, claiming the matter to be privileged. Judge Leibell 
denied the motion in strong terms, and that ended the matter.** 

Perhaps the most disturbing feature about the Bough case is its revela- 
tion of how a wealthy litigant may by subterfuge entirely defeat the pur- 
pose of the discovery procedure. The plaintiff in that case apparently had 
sufficient funds and was sufficiently interested in obtaining inspection of 
the statements to continue pursuit of the defendant. A less fortunate liti- 
gant might well be forced to abandon his search before he has even had 
an opportunity to bring the sanctions of Rule 37 into play. 

The Bough case was followed in Kulich v. Murray,*4 an automobile 
collision case also decided in the Southern District of New York. With 
the object of looking into statements obtained by the insurer of one of the 
defendants after the accident, the plaintiff served notice upon the insurer 
for the taking of depositions. Since the investigation was allowed chiefly 
upon the ground that the plaintiff was seeking to obtain information 
tending to show an agency relationship between the two defendants, the 
case is perhaps not as strong against the “fishing expedition” rule as the 
Bough case or the later decision in Price v. Levitt.*5 In the Price case the 

# 26 F. Supp. 1000 (S.D. N.Y. 1939). But cf. Marsh v. Mertz, 32 D. & C. 117 (Pa. Com. 
Pl. 1938) (insurer’s possession is party’s possession). 

3 Bough v. Lee, 28 F. Supp. 673 (S.D. N.Y. 1939). 

33 Bough v. Lee, 29 F. Supp. 498 (S.D. N.Y. 1939). 

34 28 F. Supp. 675 (S.D. N.Y. 1939). 35 29 F. Supp. 164 (E.D. N.Y. 1939). 
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plaintiff, her daughter and son-in-law, and her physicians had all given 
statements to the defendant’s insurer before institution of the action, and 
the plaintiff thereafter attempted to obtain discovery of them by taking 
the insurer’s deposition. Relying upon the two earlier cases, Judge Camp- 
bell denied the defendant’s motion to vacate the notice of taking, saying 
that the statements were relevant and might be used in cross-examination 
of the witnesses. 

Consideration of these cases would be incomplete without reference to 
the question of privilege. The new rules, of course, expressly preserve the 
question of privilege.** In each case the point was raised and decided ad- 
versely to the discoveree. No privilege, it was held, attaches to state- 
ments obtained by an insurance company in the course of its own investi- 
gation, nor does the matter become privileged by its afterwards being 
turned over to the attorney for the company or for the insured. The pre- 
cise question has received little attention in other jurisdictions. A Cali- 
fornia court has recently held that reports and statements obtained by an 
insurer were procured for the use of its attorney and were therefore fully 
privileged.*7 Reliance was placed upon an Ohio decision which involved a 
report made by the insured to the insurer and turned over by the latter 
to its attorney. The latter court held the matter privileged as constituting 
a communication between the insurer and its attorney.** New York trial 
courts have recognized that there is no privilege between insurer and in- 
sured,’ but a statement made directly by the insured to the attorney for 
the company has been held privileged on the theory that the latter was 
actually the attorney for the policy-holders.*®° The federal decisions, how- 
ever, seem in accord with Dean Wigmore’s statement of the scope of the 
attorney-client privilege.“ According to that theory, only direct com- 
munications from client to attorney are privileged. If a document came 
into existence as a communication from ‘the client to the attorney, it is 
privileged; if it was already in existence and was simply turned over to 
the attorney, it is not. As stated by Judge Leibell, “an attorney is obliged 
to produce . . . . such documents as his client could have been compelled 


36 See p. 315 infra. 


37 New York Casualty Co. v. Superior Court, 85 P. (2d) 965 (Cal. App. 1939); cf. Gillespie 
Grain Co. v. Wacowich, [1932] 3 D.L.R. 255 (Alta. S. Ct.); Davenport Co. v. Pa. R. Co., 166 
Pa. 480, 31 Atl. 245 (1895). 


38 In re Klemann, 132 Ohio St. 187, 5 N.E. (2d) 492 (1936). 

39 Cote v. Knickerbocker Ice Co., 160 Misc. 658, 290 N.Y. Supp. 483 (1936). 
4° Neugass v. Terminal Cab Co., 139 Misc. 699, 249 N.Y. Supp. 631 (1931). 
# 5 Wigmore, Evidence § 2318 (2d ed. 1923). 
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to produce.’ Of course, there can be no question of privilege as to state- 
ments made by persons not related to the insurer or attorney. 

The federal cases apparently do not give a party carte blanche to inspect 
the files of his opponent or his opponent’s insurance carrier hoping that he 
may turn up some material evidence that he has not been able to acquire 
by his own exertions. In each of the decisions discussed above the dis- 
coveror was able to show quite clearly just what documents he was after; 
otherwise his exploration would probably have been regarded as “‘op- 
pression.”’ Thus in a very recent decision, Judge Moscowitz, passing on 
the question of “the extent to which the new Rules of Civil Procedure 
permit the examination by one party of affidavits and similar material 
secured by the other party by independent investigation incident to the 
preparation of the case for trial,” said: 

While the Rules of Civil Procedure were designed to permit liberal examination and 
discovery, they were not intended to be made the vehicle through which one litigant 
could make use of his opponent’s preparation of his case. To use them in such a manner 
would penalize the diligent and place a premium on laziness. It is fair to assume that, 
except in the most unusual circumstances, no such result was intended. 

And Justice Proctor of the District of Columbia Court has denied dis- 
covery sought under Rule 34 of statements of eyewitnesses to an acci- 
dent, saying that “good cause,” required by the rule, was not shown, and 
that the documents would not be admissible in evidence except as a means 
of contradicting a witness.** Similarly, in a patent case, Judge Nields held 
that “The new Rules of Civil Procedure were not intended to permit a 
party to pry into the details of the other party’s preparation for trial,” 
and denied a request for production of drawings of certain apparatus relat- 
ing to defendant’s projected defense.** Finally, in four recent cases in the 
Southern District of New York involving rather unspecific explorations, 
Judge Coxe called a halt.** He did not even attempt to distinguish the 
Bough, Kulich and Price cases*’—a distinction he might well have made 
in view of the specific character of the demands made in the Bough, 
# Bough v. Lee, 29 F. Supp. 498 (S.D. N.Y. 1939). 


43 McCarthy v. Palmer, 29 F. Supp. 585 (E.D. N.Y. 1939); cf. Creden v. Central R. R. 
Co., 2 Fed. Rules Serv. 33.351 (Jan. 24, 1940). 

4 Slydell v. Capital Transit Co., 2 Fed. Rules Serv. 34.411 (D.C. 1939); cf. Seals v. Capital 
Transit Co., 2 Fed. Rules Serv. 34.411 (D.C. 1940). 

4 Floridin Co. v. Attapulgus Clay Co., 26 F. Supp. 968 (Del. 1939). 

46 Kenealy v. Texas Co., 29 F. Supp. 502 (S.D. N.Y. 1939); Fluxgold v. United States Lines 
Co., 29 F. Supp. 506 (S.D. N.Y. 1939); Bennett v. Waterman S. S. Co., 29 F. Supp. 506 
(S.D. N.Y. 1939); Rose Silk Mills v. Ins. Co. of North America, 29 F. Supp. 504 (S.D. N.Y. 
1939). 

41 See pp. 303-5 supra. 
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Kulich and Price cases; instead he expressly declined to follow “expres- 
sions to the contrary” in those decisions“*—even though the Bough and 
Kulich cases were decided in the same district. 

Reserved for later discussion is a problem which naturally arises in the 
type of case under discussion—the problem of whether relevant informa- 
tion in the discoveree’s files which may not be admissible in evidence be- 
cause of, for example, the hearsay and opinion rules, is a proper subject 
matter of inquiry.” 


DISCOVERY OF MATTERS WITHIN ONE’S OWN KNOWLEDGE 


Perhaps the greatest divergence in the cases under the new rules has 
arisen over the question of whether a party seeking discovery from his 
opponent should be precluded from inquiring into matters within his own 
knowledge. Federal decisions under old Equity Rule 58 had generally held 
the inquiry improper.’* The flat imposition of such a limitation is, of 
course, not in keeping with the broad scope of discovery envisaged by the 
new procedure. The question is not simply one of imposing upon the dis- 
coveree without benefiting the discoveror. One of the recognized objec- 
tives of the new discovery procedure is the shortening and simplification 
of trials, and it is obvious that introduction of admissions of the adverse 
party constitutes a much more expeditious method of disposing of issues 
than does the production of lengthy testimony; moreover a case based 
upon admissions is more likely to result in summary judgment than is one 
which relies upon controverted testimony." Viewed from this standpoint, 
the fact that the discoveror himself knows the facts is not controlling. If 
the inquiry will serve either of the objects of discovery—ascertainment of 
unknown facts or ease of proof of known facts, it should be permitted; if 
not, it should be disallowed. 

But if in their allowance or denial of discovery of matters within the 
discoveror’s own knowledge, the courts have been moved by such con- 
siderations, they have not articulated them clearly. Perhaps we have 
made a Procrustean bed; but it so happens that, with one possible excep- 
tion,” all the cases on the question fit into a pattern: In the decisions per- 
mitting discovery of facts within the discoveror’s own knowledge, inquiry 


# Kenealy v. Texas Co., 29 F. Supp. 502 (S.D. N.Y. 1939). 

4 See p. 309, infra. 

s° Zolla v. Grand Rapids Store Equipment Co., 46 F. (2d) 319 (S.D. N.Y. 1931); see Pike 
and Willis, op. cit. supra note 9, at 1439. 

5* See generally Pike and Willis, op. cit. supra note 9, at 1452-8. 

» United States v. American Solvents & Chemical Co. of Calif., discussed at p. 302 supra. 
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was directed to matters regarding the discoveror’s own case;** in those 
forbidding discovery of facts known to the discoveror, the inquiry related 
to his opponent’s case.*4 

It does not follow, however, that the rule against “‘fishing expeditions,” 
which denies discovery of the case of one’s opponent, has been resusci- 
tated. Discovery of facts unrelated to the discoveror’s case is not objec- 
tionable if the facts sought are unknown to the discoveror: the trial-prep- 
aration purpose of discovery is fulfilled. Discovery as to facts within the 
discoveror’s own knowledge is not objectionable if the facts do relate to 
the discoveror’s case: the proof-expedition purpose of discovery is ful- 
filled. It is only when the facts sought are both within the movant’s 
knowledge and unrelated to the movant’s case that discovery may be 
objectionable: perhaps neither purpose of discovery would be fulfilled if 
discovery were permitted. 

This analysis reconciles the cases. But it is only fair to point out two 
considerations which bear somewhat adversely upon it: (1) Much de- 
pends upon the meaning accorded the word “case.” If a litigant’s “‘case” 
includes only propositions upon which the litigant has the burden of proof, 
the limitation upon discovery suggested in the last paragraph is not de- 
sirable; securing admissions to expedite the proof of the negative of the 
opponent’s claim or defense is as useful as securing admissions to prove 
the affirmative of a claim or defense. But if “case” is taken to extend to 
both affirmative and negative positions, then there is no relevant material 
which would not be germane to either party’s “case.” (2) If this is “logic- 
chopping,” there is still the practical consideration involved in the me- 
chanics of the summary judgment.> The customary basis for such a judg- 
ment is that the opponent has no case, and the latter’s admissions as to 
his own case afford the easiest method of proving that he has none. 

Even if the suggested theory is admitted to be the proper rationale of 
the decided cases, it may prove no serious obstacle to a party desiring 
admission of facts within his knowledge which relate to his opponent’s 

53 Nichols v. Sanborn Co., 24 F. Supp. 908 (Mass. 1938) (plaintiff may inquire into activi- 


ties of defendant in patent suit); Benevento v. A. & P. Food Stores, 25 F. Supp. 424 
(E.D. N.Y. 1939) (plaintiff may inquire into facts showing negligence of defendant). 

54 B.B. Chemical Co. v. Cataract Chemical Co., 25 F. Supp. 472 (W.D. N.Y. 1938) (plain- 
tiff not required to give analysis of defendant’s allegedly infringing composition); Babcock & 
Wilcox Co. v. North Carolina Pulp Co., 25 F. Supp. 596 (Del. 1938) (plaintiff not required to 
specify acts complained of as infringements); Bailey v. General Sea Foods, 26 F. Supp. 391 
(Mass. 1939) (plaintiff not required to specify in what respect defendant was negligent); 
Norton v. Cooper, Jarrett Co., 1 Fed. Rules Serv. 26b.23 (N.D. N.Y. 1938) (plaintiff may not 
examine defendant as to plaintiff’s operation of vehicle). 

55 As to the intimate relation between discovery and summary judgment under the new 
rules, see Pike and Willis, op. cit. supra note 9, at 1455-8. 
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case. Such a party might utilize the procedure of Rule 36 and serve his 
opponent with a request that he admit facts; since the request must be de- 
clarative in form, and since the purpose of the notice to admit procedure is 
to secure admissions, the request must presumably be complied with, 
even though compliance will result in the admission of facts concerning 
the admitter’s case which were known to the movant when he served the 
notice to admit. Our earlier suggestion® to this effect has recently been 
fortified by a decision of Judge Holly in the Northern District of Illinois. 
Referring to the procedure under Rule 36, Judge Holly observed: 

Nor does it matter that the plaintiff is acquainted with the facts as to which ad- 
mission is sought. The purpose of the rule is to expedite trial, and to relieve parties of 
the cost of proving facts which will not be disputed on the trial and the truth of which 
can be ascertained by reasonable inquiry.5? 


DISCOVERY OF MATTERS INADMISSIBLE IN EVIDENCE 


We have just considered the extent to which the courts have tended to 
apply narrower standards to depositions and interrogatories than would be 
applicable to testimony in open court. But there is another side to the 
question. Experience has shown that though much of the matter inquired 
into in the taking of depositions for discovery purposes is probably in- 
admissible evidence—hearsay, opinion, and so on, objection is rarely 
made by counsel.** Suppose, however, that the question is brought to a 
showdown. Is discovery to be limited to matters admissible in evidence? 

The answer to this question should be in the negative.’* Clearly, in- 
formation gained by discovery may be helpful to the party in preparing 
his case, in anticipating his opponent’s position, and in gathering other 
evidence, even if it might not be used as proof at the trial. And the reasons 
behind such principles of evidence as the hearsay rule and the rule against 
opinions are obviously inapplicable to discovery. 

Rule 26 itself would seem to indicate the soundness of this position. 
Rule 26(a) states that “testimony . . . . may be taken . . . . for the pur- 
pose of discovery or for use as evidence in the action or for both pur- 
poses.”” Rule 26(b) provides for examination “regarding any matter, not 
privileged, which is relevant to the subject matter involved in the pending 

i ’” Since there is no way of earmarking a deposition in advance 
as to whether its purpose is discovery or proof, there would seem to be no 
justification for applying any limitations to the examination other than 

5¢ This analysis was advanced by the present authors in Inquiry by Deposition into Facts 
within Discoveror’s Own Knowledge, 1 Fed. Rules Serv. 26b.23 (1939). 

57 Hanauer v. Siegel, 29 F. Supp. 329 (N.D. Ill. 1939). 

5s Ragland, Discovery before Trial 150 (1932). 


8° Cf. Remarks of Prof. William W. Dawson, Proceedings of Washington Institute on 
Federal Rules of Civil Procedure 97 (A.B.A. 1939). 
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that stated in the rule itself—the limitation of relevancy, which is clearly 
broader than the boundaries of admissibility—saving always the power of 
the court to limit the examination under Rules 30(b) and (d) and 31(d) 
for good cause shown. Unpersuasive are state decisions restricting ex- 
amination to matters admissible in evidence, for in most states the 
deposition is still regarded primarily as a means of preserving proof, its 
discovery functions being only incidental. 

Support for the view just outlined is found in a recent decision by 
Judge Hincks of the District of Connecticut. An action arising out of an 
airplane crash was brought against two defendants, an air line and a man- 
ufacturer. The only ground upon which it was sought to hold the manu- 
facturer was the alleged failure of a certain cylinder. When the air line 
sought to take the deposition of the manufacturer, the latter contended 
that the examination should be limited to the condition of the particular 
cylinder. The court rejected this argument, pointing out that Rule 26(b) 
does not limit examination to matters relevant to the precise issue, but 
allows any inquiry relevant to the general subject matter of the action— 
here, the crash and its causes. “To the extent that the examination devel- 
ops useful information,” it was said, “it functions successfully as an in- 
strument of discovery, even if it produces no testimony directly ad- 
missible.”” 

In support of his argument Judge Hincks pointed out that Rule 26(b) 
permitted inquiry as to “the identity and location of persons having 
knowledge of relevant facts,” which matter, he said, was “obviously .. . . 
not directly admissible in evidence.” 

The Air Limes case is the only one in which the question has been 
discussed at any length.” Judge Holly, in a recent decision under Rule 
33, directed a defendant to answer certain interrogatories, saying: 

I am not determining that the answers will be admissible in evidence. They may 


or may not be, but if it appears on the trial that the information called for is admis- 
sible, having the information in the record will expedite the proceedings. 


6e E.g., May v. Midwest Refining Co., 10 F. Supp. 927 (Me. 1935) (mental states, inten- 
tion); Hughes v. Hughes, 31 Ala. 519 (1858) (hearsay); Rooker v. Rooker, 83 Ind. 226 
(1882) (hearsay); Wanamaker v. Megraw, 168 N.Y. 125, 61 N.E. 112 (1901), rev’d 62 N.Y. 
Supp. 692 (1900) (conclusions of deponent); The Peterhoff, Fed. Cas. No. 11,024 (S.D. N.Y. 
1863) (responsiveness of answers); Meadows v. Thomas, 187 Ind. 216, 118 N.E. 811 (1918) 
(scope of cross-examination). 

61 Lewis v. United Air Lines Transport Co., 27 F. Supp. 946 (Conn. 1939). 

62 See Pirnie v. Andrews, 2 Fed. Rules Serv. 26a.164 (S.D. N.Y. 1939); and cf. Fletcher v. 
Foremost Dairies, Inc., of New York, 29 F. Supp. 744 (E.D. N.Y. 1939); Rose Silk Mills, 
Inc., v. Insurance Co. of North America, 29 F. Supp. 504 (S.D. N.Y. 1939). 


628 Sears Roebuck & Co. v. Harrison, 2 Fed. Rules Serv. 33.34 (N.D. Ill. 1940). 
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In a number of other decisions, however, federal judges have tended to 
impose evidentiary limitations upon pre-trial examination, apparently 
without giving much consideration to the distinction between “relevancy” 
and “admissibility.” 

But contrary to the Air Limes case is Judge Leibell’s statement in 
Union Central Life Insurance Co. v. Burger® that “Ordinarily examina- 
tions under Rule 26(b) should conform to general rules of admissibility of 
evidence as tested by Rule 43(a).” In that case, an action to cancel and 
rescind a policy, the plaintiff insurer served a notice on the defendant 
beneficiaries for the taking of depositions, specifying the subject of the 
examination.’ It seems apparent that the purpose of the examination 
was discovery and that the matters to be inquired into were certainly 
relevant, if not admissible evidence.** While the court refused to limit the 
scope of the examination except as to one item,® it did so on the ground 
that the admissibility of the evidence could not properly be determined 
solely on the pleadings and affidavits, but might better be decided on a 
motion under Rule 30(d) after the examination had been commenced, or 
by objection when the deposition was used at the trial.*’ 

Difficulty has also been experienced, particularly in patent cases, with 
interrogatories relating to matters of opinion. Under old Equity Rule 58 
such interrogatories were held improper,®* even though the rule was in- 
tended as a method of discovery. Under the liberal construction which 
most courts have given new Rule 33, however, precedents under the old 
Equity Rule are not particularly. persuasive; and several decisions in 
patent cases have adopted a pragmatic approach. In Pierce v. Submarine 
Signal Co.,”° the plaintiff requested the defendant to disclose the blue- 
prints, drawings, and description of the apparatus made by the defendant 


63 27 F. Supp. 556 (S.D. N.Y. 1939). 

*« This is unnecessary: Bennett v. The Westover, 27 F. Supp. to (S.D. N.Y. 1938). 

6s“... The physical condition, habits and activities of Dewey D. Burger subsequent to 
September 30, 1936, in so far as they have any bearing upon or are evidence of his physical 
condition on September 3oth, 1936; . . . . the circumstances, facts and particulars of Dewey D. 
Burger’s last illness in so far as they have any bearing upon, or are evidence of his physical 
condition on September zoth, 1936; .. . . the events, incidents and occurrences on the date 
of Dewey D. Burger’s death, including conversations had by the deceased or by the defendants 
and conversations in the presence of the deceased and the defendants.” 

6 The last item in note 65 supra. * On this point the Lewis case is in accord. 

8 Batdorf v. Sattley Coin Handling Mach. Co., 238 Fed. 925 (E. D. Mich. 1916), Gen- 
nert v. Burke & James, 231 Fed. 998 (S.D. N.Y. 1916); Earp Thomas Farmogerm Co. v. 
Stimuplant Laboratories, Inc., 38 F. (2d) 691 (E.D. N.Y. 1930). 

6 See Nichols v. Sanborn Co., 24 F. Supp. 908 (Mass. 1938). 

1 a5 F. Supp. 862 (Mass. 1939). 





312 THE UNIVERSITY OF CHICAGO LAW REVIEW 


“which the defendant considers to be most nearly like” the plaintiff’s 
apparatus. The defendant objected on the ground that the interrogatory 
called for facts based upon the defendant’s opinion. Overruling the de- 
fendant’s objection, the court said: 

If in fact it is an instrument that the plaintiff contends infringes his patent, then 
the parties are sooner at issue. If in fact it nowise could be contended to be an in- 


fringement of the plaintiff’s patent rights, no harm has come to the defendant, and the 
matter will probably be at an end. 


Even stronger is the opinion of Judge Kirkpatrick in Schwartz v. Howard 
Hosiery Co.” in overruling an objection to the following interrogatory: 
“Does the drawing forming part of the patent in suit correctly illustrate 
the fabric described and claimed as your invention?” “Obviously,” the 
court said, “one of the purposes of Rule 33 is to obtain admissions and 
thus limit the subjects of controversy at the trial and avoid unnecessary 
testimony and waste of time in preparation The plaintiff’s objec- 
tions to answering this interrogatory seem to me to be the last word in 
technicality and entirely out of touch with the spirit of the new rules.’”’ A 
similar view has been taken of a plaintiff’s attempt by the use of inter- 
rogatories to sound out the basis of the defendant’s contentions.” Several 
other patent decisions, however, taking a conservative view, hold that 
interrogatories calling upon a party to compare devices with patent 
claims or to construe a patent are improper.’? These cases may be justi- 
fiable on the ground that in the particular situation an answer would have 
been of no substantial value,” but it is to be hoped that they will not be 
made a precedent for a wooden rule to the effect that interrogatories as to 
matters of opinion are barred regardless of whether or not an answer 
might expedite the litigation. 

Are matters of opinion proper subjects of interrogatories where requests 
for admissions are filed under Rule 36? The rule refers to “‘relevant mat- 
ters of fact,’’’5 but the reasons behind the decisions in the Pierce and 


™ 27 F. Supp. 443 (E.D. Pa. 1939). 

™ McInerney v. Wm. P. McDonald Construction Co., 28 F. Supp. 557 (E.D. N.Y. 1939). 

73 Stanley Works v. C. S. Mersick & Co., 1 Fed. Rules Serv. 33.313 (Conn. 1939); Boysell 
Co. v. Colonial Coverlet Co., 29 F. Supp. 122 (E.D. Tenn. 1939); Babcock & Wilcox Co. v. 
North Carolina Pulp Co., 25 F. Supp. 596 (Del. 1938); Teller v. Montgomery Ward & Co., 
27 F. Supp. 938 (E.D. Pa. 1939); Lanova Co. v. Nat’l Supply Co., 29 F. Supp. 119 (W.D. Pa. 
1939); Nakken Patents Co. v. Rabinowitz, 2 Fed. Rules Serv. 33.319 (E.D. N.Y. 1940); cf. 
Thomas French & Sons, Ltd., v. Carleton Venetian Blind Co., 2 Fed. Rules Serv. 33.342 
(E.D. N.Y. 1939). 


74 “An answer of the defendants in no proper way would tend to limit their testimony.” 
Lanova Co. v. Nat’! Supply Co., 29 F. Supp. 119 (W.D. Pa. 1939). 


=“... .a@ party may serve ....a written request for the admission . . . . of the truth of 
any relevant matters of fact... .” Rule 36a. 
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Schwartz cases’® apply even more strongly to the procedure under Rule 
36, the whole purpose of which is, as the rule itself states, the obtaining of 
admissions. The question has not yet been squarely passed upon, but the 
compendious request which Judge Moscowitz sustained in Walsh v. Con- 
necticut Mutual Life Insurance Co.” includes many statements which 
would certainly be considered matters of opinion if asked of a party- 
witness at the trial. For example, the plaintiff was asked to admit that 

The death of Samuel A. Walsh resulted, directly or indirectly, from various causes, 
including: 


a) Alcoholism d) Delirium tremens 
b) Acute alcoholic poisoning e) Pneumonia 
c) Chronic alcoholic poisoning 


and further that certain language used by decedent, which brought 
about a fatal brawl, was “offensive,” “disorderly,” ‘‘abusive,”’ or “in- 
sulting.” 

Whatever may be the rule as to discovery of a testimonial nature, it 
seems fairly clear that discovery of documents and other things under 
Rule 34 is limited to matters admissible in evidence. The rule itself so 
states: the matter to be produced must “constitute or contain evidence 
material to any matter involved in the action ” Regardless of the 
reason for this narrower limitation—whether a fear of the unlawful search 
and seizure clause or some related notion as to the sanctity of a person’s 
papers’*—the rule itself is unequivocal. Interesting in this connection, 
however, is Floridin Co. v. Attapulgus Clay Co.”® In an action for infringe- 
ment of a patent, the defendant set up prior invention by one Fuller. 
The plaintiff requested the defendant to produce an application filed by 
Fuller. The application was not relevant, since it was filed after the ap- 
plication for the plaintiff’s patent, but the court, feeling that it might 
have some bearing on Fuller’s credibility or his interest in the case or his 
relationship with defendant, ordered the defendant to turn it over to the 
plaintiff’s counsel so that the latter might point out to the court any pas- 
sages he felt material. Counsel was cautioned not to reveal the contents 
of the document to his client or any other person. But when the de- 
fendant abandoned any defense based on the Fuller invention the court 


76 24 F. Supp. 908 (Mass. 1938) and 25 F. Supp. 862 (Mass. 1939), respectively. 

77 26 F. Supp. 566 (E.D. N.Y. 1939). 

78, |. . if the rule were construed as conferring a right to inspect immaterial documents 
I should doubt its validity.” Caffey, D. J., in United States v. Aluminum Co. of America, 
26 F. Supp. 711 (S.D. N.Y. 1939); see People ex rel. Lemon v. Supreme Court, 245 N.Y. 24 
156 N.E. 84 (1927). 


7 26 F. Supp. 968 (Del. 1939). 
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ordered the documents returned, saying that they could no longer have 
any bearing on the case.* 

Just how the question of materiality and admissibility of documents is 
to be determined is not entirely settled. Judge Moscowitz has held that 
“it is sufficient that the party seeking discovery establish that it is reason- 
ably probable that the documents sought to be examined constitute or 
contain material evidence.’”’ A stricter requirement, he said, “might com- 
pel a party to know what was in the documents before he had seen 
them.’’** On the other side of the East River, Judge Caffey has ruled that 
the question of materiality must be determined by the court upon ex- 
amination of the particular documents sought.” The situation in that 
case, however, was a peculiar one, the inspection being sought during not 
before the trial of a protracted anti-trust action, so that the burden on the 
judge was not as great as if the case were still in the pre-trial stage. 

Three very recent decisions establish that the motion for production 
of documents must show by statement of facts and not by mere conclu- 
sions that the documents sought contain material and admissible evi- 
dence.*** 

In connection with Rule 34 it is worth while to revert to the cases dis- 
cussed above in which discovery of statements of witnesses and parties 
was sought. It is interesting to notice that in the three cases allowing such 
discovery*? the statements were not sought under Rule 34 but by sub- 
poena on the taking of depositions under Rule 45, while, with one excep- 
tion,** the cases disapproving of such inquiry involved proceedings under 
Rule 34.°5 The decisions themselves do not recognize any distinction be- 


8 Floridin Co. v. Attapulgus Clay Co., 2 Fed. Rules Serv. 34.41 (Del. 1939). 

8: Beler v. Savarona Ship Co., 26 F. Supp. 599 (E.D. N.Y. 1939). 

% United States v. Aluminum Co. of America, 26 F. Supp. 711 (S.D. N.Y. 1939). 

822 Thomas French & Sons, Ltd., v. Carleton Venetian Blind Co., 2 Fed. Rules Serv. 34.11 
(E.D. N.Y. 1939); Sonken-Galamba Co. v. Atchison & C. R. Co., 2 Fed. Rules Serv. 34.11 
(W.D. Mo. 1939); Radtke Patents Co. v. Rabinowitz, 2 Fed. Rules Serv. 34.11 (E.D. N.Y. 
1940). 

3 Bough v. Lee, 29 F. Supp. 498 (S.D. N.Y. 1939); Kulich v. Murray, 28 F. Supp. 675 
(S.D. N.Y. 1939); Price v. Levitt, 29 F. Supp. 164 (E.D. N.Y. 1939). For discussion of these 
cases see pp. 303-5 supra. 

84 Rose Silk Mills v. Ins. Co. of North America, 29 F. Supp. 504 (S.D. N.Y. 1939). 

8s Kenealy v. Texas Co., 29 F. Supp. 502 (S.D. N.Y. 1939); Fluxgold v. United States Lines 
Co., 29 F. Supp. 506 (S.D. N.Y. 1939); Bennett v. Waterman S.S. Co., 29 F. Supp. 506 (S.D. 
N.Y. 1939); McCarthy v. Palmer, 29 F. Supp. 585 (E.D. N.Y. 1939); Slydell v. Capital Transit 
Co., 2 Fed. Rules Serv. 34.411 (D.D.C. 1939); Floridin Co. v. Attapulgus Clay Co., 26 F. 
Supp. 968 (Del. 1939); cf. Murphy v. New York & P.R.S.S. Co., 1 Fed. Rules Serv. 34.34 
(S.D. N.Y. 1939). 
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tween the two modes of proceeding, and it would seem anomalous if 
such a distinction were to be made. In fact, Judge Caffey has said that 

Rule 34 defines the authority of the court. Rule 45(b) defines the authority of the 
clerk. The two rules relate to the same subject. Obviously they must be construed in 
pari materia.® 
But there seems to lurk an implication behind the decisions that the 
courts will look more favorably upon an attempt to inspect documents in 
the course of an examination by deposition than on an application under 
Rule 34 for production of the same documents. To be sure, the court in 
two of the cases found it advisable to say that the statements involved 
might be admissible on cross or redirect examination,*’ but this was not 
enough to satisfy other judges when application was made under Rule 
34.88 

PRIVILEGE 

However the matter may be determined as to other exclusionary prin- 
ciples of evidence, it is made clear by the rules that all objections of priv- 
ilege are preserved.*® The policies behind the various privileges are, of 
course, different from those supporting other evidentiary limitations, so 
the fact that objections of this nature are still valid has little bearing on 
the propriety of applying the other rules of evidence. 

Questions of privilege have so far presented no difficult problems except 
perhaps in the insurance company cases discussed above,*® but other in- 
teresting rulings have been made. In Pollen v. Ford Instrument Co.” a 
motion for inspection of drawings of apparatus manufactured by the de- 
fendant was denied on a showing that the apparatus was made under an 
order of secrecy by the Navy Department and that disclosure was op- 
posed by the Secretary of the Navy as detrimental to the national defense. 
In another case Judge Watson refused to compel a party (under Rule 34) 
to consent to inspection of World War Draft records relating to him, on 
the ground that the Selective Service Regulations made such records 
confidential and that the court could not require the party to waive his 
privilege. And in an action on a fire insurance policy, disclosure of the 

arr States v. Aluminum Co, of America, 1 Fed. Rules Serv. 45b.311 (S.D. N.Y. 
1939). 


7 Bough v. Lee, 29 F. Supp. 498 (S.D. N.Y. 1939); Price v. Levitt, 29 F. Supp. 164 (E.D. 
N.Y. 1939). 


88 Slydell v. Capital Transit Co., 2 Fed. Rules Serv. 34.411 (D.D.C. 1939); Kenealy v. 
Texas Co., 29 F. Supp. 502 (S.D. N.Y. 1939). 


59 See Rules 26(b) and 34. 
% Pp. 303-5 supra. 9t 26 F. Supp. 583 (E.D. N.Y. 1939). 
#® Federal Life Ins. Co. v. Holod, 2 Fed. Rules Serv. 34.42 (M.D. Pa. 1940). 
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names of the defendant’s witnesses was refused on the request of the dis- 
trict attorney, who stated that he intended to press an arson charge and 
that the disclosure of the evidence of the case would enable the plaintiff 
to “frame” an alibi.” 

RELEVANCY 


Whether or not material sought by the various discovery devices must 
be admissible as evidence, there is no doubt that it must be “relevant.” 
Relevancy, however, is not always easy to determine when the case is still 
in the pleading stage. Consequently, we suggested in our earlier articles 
that the idea of relevancy should be treated broadly—that inquiry should 
be foreclosed only if it clearly appeared that the matter could not be 
relevant.®? This theory has been clearly stated by Judge Leibell in Union 
Central Life Insurance Co. v. Burger.°* 

On the whole, the notion of relevancy has been given a fairly liberal 
interpretation.** Some discordant notes have been sounded, however, par- 
ticularly in connection with the question of damages. There is old law to 
the effect that discovery as to the amount of damages is premature in ad- 
vance of determination of the question of liability. It seems clear enough 
that such a view is not in keeping with the theory of the new procedure. 
Disclosure probably will not injure the party, and to say that the facts 
are not “relevant” until it has been determined that damages are in order, 
is, in effect, an assumption of the stultifying position that matter sup- 
porting any one element of a claim is irrelevant until the other elements 
are established. A number of cases—particularly patent suits—have car- 
ried over the old view, apparently without much consideration.*’ Con- 
trary in theory, however, is the strong opinion in Fox v. House.** In an 


# Penn. v. Automobile Ins. Co., 27 F. Supp. 336 (Ore. 1939). 
93 Pike and Willis, op. cit. supra note 9, at 1442; Pike, op. cit. supra note 9, at 3-4. 
%4 27 F. Supp. 556 (S.D. N.Y. 1939). 


98 Cf. Thompson v. Oil Refineries, 27 F. Supp. 123 (W.D. La. 1939); Berke v. United 
Paperboard Co., 26 F. Supp. 412 (S.D. N.Y. 1938); Unlandherm v. Park Contracting Co., 
26 F. Supp. 743 (S.D. N.Y. 1938). But cf. Wadlow v. Humberd, 27 F. Supp. 210 (W.D. Mo. 
1939), discussed at pp. 324-6 infra. 

96 Munger v. Firestone Tire & Rubber Co., 261 Fed. 921 (C.C.A. 2d 1919), cert. den. 
252 U.S. 582 (1920) (damages held not “in issue”). But cf. Sinclair Refining Co. v. Jenkins 
Petroleum Co., 289 U.S. 689 (1933) disapproving the Munger case. 


97 Boysell Co. v. Colonial Coverlet Co., 29 F. Supp. 122 (E.D. Tenn. 1939); Looper v. 
Colonial Coverlet Co., 29 F. Supp. 125 (E.D. Tenn. 1939); Unlandherm v. Park Contracting 
Co., 26 F. Supp. 743 (S.D. N.Y. 1938) (patent cases); O’Rourke v. RKO Radio Pictures, 27 F. 
Supp. 996 (Mass. 1939). Contra: Berke v. United Paperboard Co., 26 F. Supp. 412 (S.D. 
N.Y. 1938). 


98 29 F. Supp. 673 (E.D. Okla. 1939). 
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action for an accounting, the plaintiff sought to obtain discovery as to the 
items of the account, the defendant objecting on the ground that the right 
to the accounting had first to be determined. Judge Rice, overruling the 
objection, stated that the rules were intended to facilitate preparation on 
all phases of the case; that piecemeal discovery would block a speedy 
determination of the litigation; and that the plaintiff should be permitted 
to ascertain if an accounting would be worth while.% 

Somewhat narrower ideas of relevancy are exhibited in the cases in- 
volving discovery of documents under Rule 34—a fact which is not sur- 
prising in the light of history." It has already been pointed out that the 
insurance company cases were not decided under that rule," and that the 
Floridin case, discussed above,’ is irregular. But the scope of discovery 
under Rule 34 is clearly broader than that under old Equity Rule 58, 
which referred to “documents containing evidence material to the cause 
of action or defense of” the moving party,’® and it has been held that 
the fact that discovery had been denied under the old rule is not a bar to 
discovery under Rule 34.7% 

Generally a fairly clear showing must be made that the documents 
sought are material on some issue of the case."** Thus, discovery has been 
denied where the only purpose was to ascertain whether another person 
was participating in the defense to such a degree that the judgment would 
be binding on him.’ Whether Rule 34 permits discovery for the purpose 
of amending the complaint was questioned in United States v. Doudera,’”’ 
although the documents involved were held material to the issues already 
framed. 

Some nice distinctions have been made with regard to discovery of 
facts for use in impeachment. A deponent, of course, may be asked ques- 
tions tending to impeach his own testimony.’ And, as we have seen, 
facts may be brought out which might be useful for impeachment or cross- 


9° Contra, under the former procedure, O’Brien v. Mackey, 36 F. (2d) 89 (S.D. N.Y. 1929). 


10° See People ex rel. Lemon v. Supreme Court, 245 N.Y. 24, 156 N.E. 84 (1927), per Car- 
dozo, C.J. 


101 P. 314 supra. 
12 P, 313 supra. 
1°3 Cf. General Film Co. v. Sampliner, 232 Fed. 95 (C.C.A. 6th 1916). 
+4 Gielow v. Warner Bros. Pictures, 26 F. Supp. 425 (S.D. N.Y. 1938). 


** Floridin Co. v. Attapulgus Clay Co., 26 F. Supp. 968 (Del. 1939); Lip Lure v. Blooming- 
dale Bros., 27 F. Supp. 811 (S.D. N.Y. 1939); see cases in note 82a supra. 


16 Lip Lure v. Bloomingdale Bros., 27 F. Supp. 811 (S.D. N.Y. 1939). 
*°7 28 F. Supp. 223 (E.D. N.Y. 1939). 
**8 Floridin Co. v. Attapulgus Clay Co., 26 F. Supp. 968 (Del. 1939). 
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examination of a witness in the trial." But, according to one holding, 
this is not proper unless the matter is itself “relevant.”"*° Contra is the 
decision in the Floridin case, already referred to.™ 


NAMES OF WITNESSES 

Rule 26(b) states that a party might inquire into “the identity and 
location of persons having knowledge of relevant facts’’—in short, into 
the names of witnesses."* The plain language of the rule would seem to 
insure against any attempt to perpetuate the prevailing contrary view. 
Yet one decision has already given the phrase what seems to be an unduly 
narrow interpretation. In Barter v. Eastern Steamship Lines, Inc.,"? the 
court said: 

.... Applying this Rule with the liberality with which it was intended to be 
applied, I allow and direct the witness to answer all of the questions except: “Q. Mr. 
Barter, will you give me the names of anybody who knows anything about your ac- 
cident?” and “Q. What are the names of any of the ship’s officers or petty officers or 


members of the crew that know anything about how your accident happened?” I do 
not believe that the Rule contemplates any such general question. 


Fortunately, the rule has been given a more literal application in other 
cases.""4 But the arson case referred to above" indicates that though the 


door has been thrown open, the court is still liable to close it to prevent 
abuse. 


ORDERS FOR THE PROTECTION OF PARTIES AND DEPONENTS 


It has been pointed out that most of the abuses which might result from 
the almost unlimited right to take depositions before trial can be avoided 
by judicious action of the court under Rules 30(b) and (d) and 31(d).™ 
In the cases so far decided, the courts have been flexible in their applica- 
tion of this power. Reference has already been made to orders relating to 
the scope of examination."’ Several rulings deal with the taking of deposi- 
tions at distant places. In Clair v. Philadelphia Storage Battery Co.™* the 
court ordered that the deposition of a material witness be taken at 


*°9 Bough v. Lee and Price v. Levitt, discussed at pp. 303-5 supra. 

© Lynch v. Pollak, 1 Fed. Rules Serv. 26b. 33 (S.D. N.Y. 1939). 

11 P. 313 supra. 112 See Pike and Willis, op. cit. supra note 9, at 1442-3. 
™3 1 Fed. Rules Serv. 26b. 22 (S.D. N.Y. 1939). 


14 Unlandherm v. Park Contracting Co., 26 F. Supp. 743 (S.D. N.Y. 1938); F. & M. Skirt 
Co. v. A. Wimpfheimer & Bros., 25 F. Supp. 898 (Mass. 1939). But cf. Coca Cola Co. v. Dixi- 
Cola Laboratories, 30 F. Supp. 275 (Md. 1939). 


1s Penn v. Automobile Insurance Co., discussed at pp. 315-16 supra. 
16 Hammond, Some Changes in the Preliminary Draft, 23 A.B.A.J. 629, 631 (1937). 
117 P, 302 supra. 118 97 F. Supp. 777 (E.D. Pa. 1939). 
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Philadelphia (the place of trial) rather than at Douglas, Arizona, but it 
recognized that the consent of the deponent would be necessary. Costs of 
transportation were ordered to be taxed as costs. In another case, in which 
oral depositions were to be taken in Italy, the court ordered that, if the 
adverse party could not afford to be represented at the taking, he might 
submit written interrogatories after inspecting the transcript of the testi- 
mony."? Winograd Brothers v. Chase National Bank” involved converse 
facts: depositions of witnesses in China were to be taken on written inter- 
rogatories; the opposing party secured leave to cross-examine the wit- 
nesses orally, each party to bear his own costs. In Fall Co. v. Yount-Lee 
Oil Co.™ the plaintiff filed lengthy and numerous interrogatories dealing 
with the family relationship of two witnesses. The defendant stated that 
it was unable to prepare effective cross-interrogatories to such questions. 
The court held, under Rule 31(d), that the matter would be more expedi- 
tiously handled if oral examination were had. 


USE OF DEPOSITIONS 
Rule 26(d), dealing with the use of depositions, was rather thoroughly 
analyzed in our earlier articles,” in which we pointed out that depositions 
may be used only against persons who have received notice of the taking; 
that either party may use a deposition duly taken; and that an advanced 
position had been taken in the new rule with respect to the use of parts of 


a deposition. We also raised a query as to the use of depositions after 
removal to a federal court. 

Judicial interpretation of Rule 26(d) has been scant. Two interesting 
oral opinions involving the anti-trust prosecution of the Aluminum Com- 
pany of America have been reported. In one, Judge Caffey held that, even 
if the attorneys for certain defendants knew that depositions were being 
taken, the depositions might not be used against their clients where the 
attorneys had no reason to suspect that they were intended to be so 
used.”3 On the following day an interesting colloquy occurred between 
the judge and counsel over the interpretation of the phrase “other 
relevant parts” found in Rule 26(d).%4 The deponent had answered a 

«19 The Italia, 28 F. Supp. 309 (E.D. N.Y. 1939). 

120 y Fed. Rules Serv. 31d.23, Case No. 1 (S.D. N.Y. 1939). 

11 24 F. Supp. 765 (E.D. Tex. 1938). 

™ Pike and Willis, op. cit. supra note 9, at 1443-51; Pike, op. cit. supra note 9, at 7, 9. 

123 United States v. Aluminum Co. of America, 1 Fed. Rules Serv. 26d.23 (S.D. N.Y. 1939). 


14 “Tf only part of a deposition is offered in evidence by a party, an adverse party may 
require him to introduce all of it which is relevant to the part introduced, and any party may 
introduce any other parts.” Rule 26 (d) (4). 
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number of questions by stating that he “had no knowledge’”’ of the facts. 
Government counsel, who had offered the deposition, contended that a 
negative answer was not “relevant”’ and therefore need not be read. But 
Judge Caffey held that even if the negative answers might not impair 
the deponent’s previous testimony, they were “relevant” and therefore 
should be read." 

Another decision holds that depositions taken in a state court prior to 
removal are admissible in federal court;° but it appears that the trial 
took place before the new rules became effective. 

A minor question concerning the use of depositions as admissions is 
raised in a recent decision of the Circuit Court of Appeals for the Second 
Circuit.”’ The plaintiff wished to prove certain admissions by an officer 
of the defendant corporation at the taking of his deposition. The lower 
court refused to permit testimony by one who heard the admissions, but 
required the entire deposition to be put in evidence and extracts therefrom 
to be read. On appeal the court said: 

Since the plaintiff was not precluded from getting the admissions into evidence, it is 


difficult to see wherein he suffered any prejudice. But in any event, the procedure 
adopted is justified under Rule 26(d).... 


The procedure is perhaps “justified,” but is it the only proper one? The 
answer would seem to be in the negative. The deposition is being used as 
evidence not in the sense that it is a substitute for the deponent himself— 
the usual case—but simply as an admission of a party.* Normally any- 
one who hears an admission may testify as to it, and Rule 26(d)(2), per- 
mitting the use of an adverse party’s deposition “for any purpose,” 
should be regarded not as exclusive, but simply as intended to minimize 
controversy over whether a particular statement is or is not an admission. 
There is substantial authority for the view that a deposition may be used 
to prove an otherwise inadmissible prior contradictory statement,”® and 


#35 United States v. Aluminum Co. of America, 1 Fed. Rules Serv. 26d.52 (S.D. N.Y. 1939). 
126 Cervin v. W. T. Grant Co., 100 F. (2d) 153 (C.C.A. sth 1938). 


27 Buder v. New York Trust Co., 107 F.(2d) 705 (C.C.A. 2d 1939). Accord: Dawson Town 
& Gas Co. v. Woodhull, 67 Fed. 451 (C.C.A. 8th 1895). 


128 The distinction between use as testimony and use as admissions is clearly pointed out in 
Napier v. Bossard, 102 F. (2d) 467 (C.C.A. 2d 1939). 


129 Charlton v. Kelly, 156 Fed. 433 (C.C.A. oth 1907) (deposition in different action); Nash 
v. Yellow Poplar Lumber Co., 109 Va. 14, 63 S.E. 14 (1908) (same); Chalmers v. United R. Co. 
of St. Louis, 153 Mo. App. 55, 131 S.W. 903 (1910) (not filed); Farrar v. Metropolitan St. R., 
249 Mo. 210, 155 S.W. 439 (1913) (unsigned); Lanigan v. Neely, 4 Cal. App. 760, 89 Pac. 441 
(1907) (same). Contra: New York Life Ins. Co. v. Neasham, 250 Fed. 787 (C.C.A. oth 1918) 
(same). 
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some courts even require testimony as to what was said, rather than allow 
the deposition itself in evidence.**° 


DEPOSITIONS TO PERPETUATE TESTIMONY 


Only one reported case has construed Rule 27, relating to depositions to 
perpetuate testimony, but it throws light on the most debatable question 
raised by the Rule: whether the rule may be used for purposes of dis- 
covery before the filing of a complaint. In our previous article it was 
pointed out that the rule itself was not entirely clear and that state courts 
were not in agreement on the point.'** Commentators also disagreed. 
Former Attorney-General Mitchell, a member of the advisory committee, 
stated that the committee did not intend the rule to be “misused” as a 
means of discovery. Professor Edson R. Sunderland agreed as to the in- 
tention, but expressed some doubt as to whether the rule might not be 
otherwise interpreted."** Later, however, Professor Sunderland, without 
mentioning Rule 27, expressed his opinion that discovery might not be 
used as a direct aid in drawing a complaint."*’ Professor William W. Daw- 
son, on the other hand, felt that Rule 27 might be so used.’*4 

In Egan v. Moran Towing & Transportation Co.,"5 a petition seeking an 
inspection and survey of a tugboat was filed under Rule 27 in connection 
with a contemplated suit for wrongful death occasioned while the de- 
cedent was employed on the tug. The request was denied, Judge Hulbert 
saying: 

It is quite clear that the petition does not seek to perpetuate the testimony of any 


person within the purview of Rule 27 and that it cannot be entertained under Rule 34 
since there is no action pending. 


The petition states: “from the testimony thus far adduced before the Local Steam- 


boat Inspectors it appears that the respondents were negligent and the tug was in an 
unseaworthy condition.” 


It would seem, therefore, that the petitioner should be able to frame a complaint 
and institute the action. 

The case, of course, is not a direct ruling on whether or not Rule 27 
may be used for discovery of a testimonial nature, because the question 
was not presented. It does, however, indicate a tendency to circumscribe 

13° Peppers v. St. Louis-San Francisco R. Co., 316 Mo. 1104, 295 S.W. 757 (1927); Clark v. 
Gurley, 48 Tex. Civ. App. 274, 106 S.W. 394 (1907). 

13 Pike and Willis, op. cit. supra note 9, at 1193-4. 


132 Remarks of Prof. Edson R. Sunderland, Hon. William D. Mitchell and Mr. James A. 
Pike, Proceedings of Cleveland Institute on Federal Rules 292-3 (A.B.A. 1938). 


*33 Proceedings of New York Symposium on Federal Rules 255 (A.B.A. 1939). 
134 Proceedings of Washington Institute 97 (A.B.A. 1939). 
135 26 F. Supp. 621 (S.D. N.Y. 1939). 
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the provisions of the rule along historical lines and to leave the party to 


the alternative of filing a skeleton complaint, securing discovery, then 
amending if necessary.*° 


ADMISSION OF FACTS AND OF GENUINENESS OF DOCUMENTS 


Reference has already been made in several connections to the proce- 
dure for obtaining admissions of facts and the genuineness of documents 
under Rule 36.57 Technically, this device is not so much a means of dis- 
covery as it is a simple method of narrowing issues and disposing of im- 
material controversies—a supplement to the generalized type of plead- 
ings contemplated by the new rules. But issue-formulation is also one of 
the objects of discovery, and the procedure is quite properly treated in a 
discussion of the subject. 

Rule 36 has not as yet received a very extensive construction, perhaps 
because lawyers have not yet fully realized its possible uses. The prin- 
cipal controversies have arisen over the technical questions of whether the 
“facts,”’ admissions of which may be requested, include facts not stated in 
documents, and whether the request to admit is subject to attack by mo- 
tion prior to trial. 

The first question should never have arisen. Rule 36(a) is, however, 
ambiguous in its reference to “the admission . . . . of the genuineness of 
any relevant documents described in and exhibited with the request or of 
the truth of any relevant matters of fact set forth therein.’*3* The first 
draft was more explicit."*® It seems clear that the intention was to extend 
the procedure to any matters of fact, whether stated in documents or not. 
The official form of notice to admit is so framed,'** but it took several deci- 
sions to settle the question.'* 

Where the facts concerning which admissions are sought are actually 
stated in documents, however, it may not be sufficient merely to present 
the documents with a blanket request for admission of all facts stated 
therein. It will be noted that the rule specifies that the facts must be 
“relevant.”’ In a recent case in the Southern District of New York, the 
plaintiff requested the defendant to admit the genuineness, receipt, and 


136 See Pike and Willis, op. cit. supra note 9, at 1193-4. 

137 Pp. 309, 312-13 supra. 138 Ttalics added. 

19“... any specific relevant facts stated in such notice ....” Preliminary Draft, Rule 
40(a) (1936). 

14° Form 25. 

141 Walsh v. Connecticut Mut. Life Ins. Co., 26 F. Supp. 566 (E.D. N.Y. 1939); McCrate v. 
Morgan Packing Co., 26 F. Supp. 812 (N.D. Ohio 1939); Nekrasoff v. United States Rubber 


Co., 27 F. Supp. 953 (S.D. N.Y. 1939); Unlandherm v. Park Contracting Co., 2 Fed. Rules 
Serv. 36a.41 (S.D. N.Y. 1940). 
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truth of a certain letter and report. The letter was “‘a compound of state- 
ments of fact, self-serving declarations and opinions.’ Judge Leibell held 
that the request must specifically set forth the relevant matters of fact on 
which an admission was sought, and that the opposite party should not be 
required to winnow out the relevant matters.** 

The second question was left open by the rule, although the implication 
is that a party served with a request must deny or avoid at his peril and 
cannot secure an advance ruling on the propriety of the request. Some 
courts have assumed the power to entertain a motion to strike or limit a 
request to admit,'*? but where the question has been squarely presented 
a ruling has been evolved—in rather an odd fashion—that such a motion 
will not lie. In Walsh v. Connecticut Mutual Life Insurance Co.*** Judge 
Moscowitz implied that there could be no preliminary determination of 
the propriety of the request. The Walsh case was cited in McCrate ». 
Morgan Packing Co. but the “motion to strike” passed upon in that 
case was apparently overruled on the merits. But in Nekrasoff v. United 
States Rubber Co.*° Judge Hulbert, who had previously entertained such a 
motion without discussion of the point, relied on the McCrate case and 
held that a request under Rule 36 was not subject to a motion to strike. 
Three later decisions have followed the holding in the Nekrasoff case.*4* 
This rule, followed in other jurisdictions which have passed on the ques- 
tion,"47 seems ‘preferable.'** The purpose of the rule is to expedite litiga- 


tion, but if every request to admit is to be subject to a motion to strike, 
the courts will be impeded rather than helped.’** For this same reason the 
procedure followed in Kraus v. General Motors Co.'*° seems objectionable. 
The defendant having failed to respond to the plaintiff’s request to ad- 
mit, the plaintiff submitted an order that the matters be “deemed ad- 
mitted.” While the order was submitted ex parte, Judge Leibell ordered 


# Kraus v. General Motors Co., 29 F. Supp. 430 (S.D. N.Y. 1939). 

43 Booth Fisheries Co. v. General Foods Co., 27 F. Supp. 268 (Del. 1939); Treasure Imports 
v. Henry Amdur & Sons, 1 Fed. Rules Serv. 36a.22, Case No. 2 (S.D. N.Y. 1939). 

144 26 F. Supp. 566 (E.D. N.Y. 1939). 

145 26 F. Supp. 812 (N.D. Ohio 1939). 146 97 F. Supp. 953 (S.D. N.Y. 1939). 


468 Modern Food Process Co. v. Chester Packing & Provision Co., 2 Fed. Rules Serv. 
36a.41 (E.D. Pa. 1939); Unlandherm v. Park Contracting Co., 2 Fed. Rules Serv. 36a.41 
(S.D. N.Y. 1940); S. E. C. v. Payne, 2 Fed. Rules Serv. 36a.41 (S.D. N.Y. 1940). 

47 Banca Nazionale di Credito v. Equitable Trust Co. of New York, 221 App. Div. 555, 
224 N.Y. Supp. 617 (1927); Crawford v. Chorley, 18 Weekly Notes, pt. 1, at 198 (Eng. 1883). 

+48 See Method of Attacking Notice to Admit Facts, 1 Fed. Rules Serv. 36a.41 (1939). 


149 See Jenner and Schaefer, The Proposed Illinois Civil Practice Act, 1 Univ. Chi. L. Rev. 
49; 57 (1933). 


18° 29 F. Supp. 430 (S.D. N.Y. 1939). 
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that notice be given. The defendant submitted affidavits and the propriety 
of the request was tried out on the merits. 


PHYSICAL AND MENTAL EXAMINATION OF PARTIES 

Rule 35, providing for physical and mental examination of parties, is 
an innovation in federal procedure.’* To compel a litigant, at the behest 
of the opposing party, to submit his person to a physician’s inspection, 
has been regarded by many as an outrageous invasion of privacy. To be 
sure, it was generally conceded that it was within the power of the legisla- 
ture so to provide," but there were those who regarded the matter as 
impinging too closely on substantive rights to fall within the power of the 
Supreme Court under the Enabling Act." 

A recent decision of the Circuit Court of Appeals for the Seventh Cir- 
cuit, however, seems to settle any doubts as to the validity of the rule. 
The question was squarely presented to the court by an appeal from a 
contempt citation for refusal to comply with an order for physical ex- 
amination. Regardless of any previous pronouncements of the Supreme 
Court,’*4 Circuit Judge Major held, the question should be considered 
closed by the fact that both the Supreme Court and Congress in pro- 
mulgating and accepting the rule had evidently construed it as not affect- 
ing substantive rights." 

An interesting feature of the case is the fact that the party had been 
imprisoned for contempt. Rule 37(b), which provides sanctions for the 
various discovery rules, does not mention contempt in connection with 
Rule 35 (as it does in reference to refusal to give a deposition) and ex- 
pressly provides that an order of arrest shall not issue for disobedience 
of an order for a physical examination. No question seems to have been 
raised as to the appropriateness of the punishment. But while the lan- 
guage of Rule 37 is none too clear on this point, it is doubtful that it 
would be construed as depriving the court of its inherent power to enforce 
its own orders by contempt proceedings. 

The constitutional point was apparently assumed in Wadlow v. Hum- 
berd,**5 but the decision goes far toward a more restricted application of 

15t See Dobie, The Federal Rules of Civil Procedure, 25 Va. L. Rev. 261, 280 (1939). 


*s? Lyon v. Manhattan R. Co., 142 N.Y. 298, 37 N.E. 113 (1894); McGovern v. Hope, 
63 N.J. Law 76, 42 Atl. 830 (1899). Federal courts “conformed” to such statutes. Camden & 
Suburban R. Co. v. Stetson, 177 U.S. 172 (1900). 


+83 See Hearings before Subcommittee on Judiciary, 75th Cong. 3d Sess., at 29-30, May 19, 
1939. But cf. 34 Ill. L. Rev. 103, 105, n. 17 (1939). 


184 Cf. Union Pacific R. Co. v. Botsford, 141 U.S. 250 (1891); Camden & Suburban R. Co. 
v. Stetson, 177 U.S. 172 (1900). 


1848 Sibbach v. Wilson & Co., 108 F.(2d)415 (C.C.A. 7th 1939). 
485 27 F. Supp. 210 (W.D. Mo. 1939). 
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the rule than was probably intended. The action, a libel suit, was brought 
by Robert Wadlow, a “giant,” against a doctor who had written an article 
concerning him in a medical journal. The essay contained certain com- 
ments on the plaintiff’s physical and mental condition which he con- 
sidered libelous, and the defendant’s answer apparently pleaded the truth 
of the statements. Not surprisingly, the defendant sought a physical and 
mental examination of the plaintiff before trial. But the motion was de- 
nied. Historically, Judge Otis said, physical examination under statutes 
or rules of court seems to have been limited to actions for personal injury, 
and “this historical background does not support the motion.’’ The rule 
itself, of course, contains no such limitation; it extends to all cases “‘in 
which the mental or physical condition of a party is in controversy.” 
The answer to this, however, was simple: the mental or physical condi- 
tion of a party cannot be “in controversy” in a libel suit. Or “‘to be a little 
more explicit, although not more accurate, perhaps I should say that the 
mental or physical condition of a party cannot be immediately or directly 
in controversy in a libel suit.” As an illustration Judge Otis gave a case in 
which the defendant had said that the plaintiff had ten toes on each foot. 
The defendant pleaded truth. The only “matters in controversy,” ac- 
cording to Judge Otis, are: (a) did the defendant make the statement and 
(b) is it true or false. 

To the superficial view it may appear that the issue: ‘Is A’s statement concerning 
B, that B has ten toes on each foot, a true or a false statement?” is identical with the 
issue: “Has B ten toes on each foot?” Really the two issues are entirely different. The 
subject matter of issue No. 1 is the truth or falsity of A’s statement. The subject matter 
of issue No. 2 is the number of toes which B has on each foot. 

It is unthinkable that the Rule should be given any such interpretation as is urged 
here by the defendant 

The decision has been properly criticized." Any “historical” basis 
which the rule might have would not seem to be worth much weight as 
against the unambiguous words of the rule itself. And it is clear that the 
decision in the Wadlow case really writes into the rule the words “im- 
mediately or directly [in controversy].’’ Of course, in the nature of things, 
the great majority of cases in which physical examinations are requested 
will be personal injury cases or insurance cases in which the condition of 
the party will be “immediately or directly” in controversy. But the Wad- 
low case demonstrates that the use of Rule 35 is not necessarily limited to 
such cases. It certainly would seem that pre-trial examination in the Wad- 
low case might have been helpful to the preparation and trial of the action. 

As yet Judge Otis’ decision has been cited in no other opinion con- 
struing Rule 35. It is to be hoped that other courts will be guided by a 

156 34 Ill. L. Rev. 103 (1939). 





326 THE UNIVERSITY OF CHICAGO LAW REVIEW 


literal construction of the language of the rule. Since granting or denying 
the order is within the court’s discretion, and since no appeal can be taken 
directly therefrom,"’ it should be possible to guard against possible abuse 
without emasculating the clear language of the rule. 

Interesting in this connection is a recent order by Justice Adkins of the 
District Court for the District of Columbia." An action was brought for 
separate maintenance of the plaintiff and her child. The defendant denied 
paternity. On the defendant’s motion the court ordered the plaintiff and 
the child to submit to a blood-grouping test. No opinion was written, and 
the court did not indicate whether it considered Rule 35 to give it the 
power to make the order; but it was argued by counsel for the defendant 
that the rule applied to the case. The question is complicated, however, by 
the fact that the District of Columbia court, unlike other district courts, 
is a court of general jurisdiction; it was contended that the court therefore 
had inherent power to act as it did. 

The question raises interesting problems under Rule 35. Can the physi- 
cal condition of the mother and child be “‘in controversy”’ in a paternity 
case? And is a blood test properly within the term “physical examina- 
tion”? A New York decision has allowed a blood test under a statute 
using the same words."** But Rule 35 applies only to “parties,” and the 
infant was not—nominally, at least—a party to the action. Can the term 
be expanded to cover persons not nominally parties to the action? 


Other decisions construing Rule 35 are of little moment except as in- 
dicating that the courts will exercise a good deal of discretion in dealing 
with the matter.’ For instance, it has been held that the examining 
party has no absolute right to select his own physician over the protest of 
the other party." 


SANCTIONS 


Rule 37 implements the various discovery devices with a truly amazing 
array of sanctions: costs and attorney’s fees, orders dispensing with proof, 
orders forbidding the introduction of evidence, orders striking pleadings 
or staying proceedings or dismissing the action, judgments by default, 
contempt, and arrest. While the very variety of the possible courses of 


«87 Bowles v. Commercial Casualty Ins. Co., 107 F. (2d) 169 (C.C.A. 4th 1939). 


+88 Beach v. Beach, File No. 2897, D.D.C. Oct. 3, 1939. Petition for special appeal from the 
order has been granted by the Court of Appeals for the District of Columbia. (Information 
from counsel.) 

189 Hayt v. Brewster, Gordon & Co., 199 App. Div. 68, 191 N.Y. Supp. 176 (1921), con- 
struing N.Y. Civil Practice Act, § 306. 

160 Cf. Strasser v. Prudential Ins. Co., 1 Fed. Rules Serv. 35a.42 (W.D: Ky. 1939); Kelleher 
v. Cohoes Trucking Co., 25 F. Supp. 956 (S.D. N.Y. 1938). 

*61 The Italia, 27 F. Supp. 785 (E.D. N.Y. 1939). 
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action gives the court a wide range of discretion, a zealous judge could 
make discovery a word of terror. So far, however, the tendency is ap- 
parently in the opposite direction. The courts, exhibiting a generous atti- 
tude toward the recusant party, have deemed it better to withhold the 
thunderbolt on condition of future compliance than to foreclose a deter- 
mination of the matter on the merits. 

Walsh v. Connecticut Mutual Life Insurance Co.,’@ although it did not 
directly involve Rule 37, is indicative of this tendency. The plaintiff hav- 
ing failed to respond to a notice to admit, a motion for summary judgment 
was made. Judge Moscowitz, while conceding that the circumstances au- 
thorized a summary judgment, denied it on the ground that the rules were 
still new and unfamiliar and that the remedy was somewhat too drastic 
where the parties, acting in good faith, sought a construction of the 
rules.*®3 Similarly, two recent cases have refused to enter a default judg- 
ment for failure to respond to interrogatories or to give a deposition; the 
denial of the motion was, of course, conditioned on the party’s compliance 
with the request.’** None of the cases involved any contumacious con- 
duct, and the disposition of the matter by the respective courts was clearly 
proper; the cases should therefore not be taken as “drawing the teeth”’ 
of the discovery rules. The jail sentence imposed for refusal to submit 
to a physical examination in the case referred to above*®* shows that the 
teeth are still there. 


Soon after the effective date of the rules, one of us was giving a lecture 
on the new discovery procedure. Afterwards, one of the lawyers in at- 
tendance expressed himself somewhat as follows: 

Everything you have said is very interesting, but I think you’re going to find that 
things will go on much as before; lawyers are going to go on preparing for trial just 
as they always have and will make little use of the discovery rules; and you can be sure 
that judges aren’t going to carry out the rules literally to allow a lawyer to pry into 
his opponent’s case. 

Very little could then be said in response to such a position; but the 
decisions of the past year have furnished a conclusive answer. The federal 
practitioners are using the new discovery procedure; note the abundance 
of litigation. And, remarkably enough, the judges, casting off the old 
shackles, have applied the new scope of examination almost literally. 
Federal discovery is in operation. 

162 26 F. Supp. 566 (S.D. N.Y. 1939). 

*63 See also McCrate v. Morgan Packing Co., 26 F. Supp. 812 (N.D. Ohio 1939). 


764 Dann v. Compagnie Générale Trans-Atlantique, 29 F. Supp. 330 (E.D. N.Y. 1939); 
Madison v. Cobb, 29 F. Supp. 881 (M.D. Pa. 1939). 


*65 Sibbach v. Wilson & Co., Inc., discussed at p. 324 supra. 





SEPARATION OF FUNCTIONS AND THE 
NATIONAL LABOR RELA- 
TIONS BOARD 


Haroip W. Davey* 


HE administrative process has experienced rough going recently. 

Various quasi-erudite and legalistic groups have felt impelled to 

inquire into the mysterious workings of this relatively novel de- 
velopment in American government. Some attempts have been merely 
fishing expeditions," others serious efforts to remedy what have been felt 
to be alarming defects in the system of “government by men.’ 

One principal feature of the administrative process has drawn general 
fire, namely, the combination of administrative, prosecutory and judicial 
functions under one roof in the federal independent tribunals.’ This is at- 
tacked as in violation of Coke’s time-worn dictum that no man should be 
judge in his own cause. The latter concept still possesses sufficient vitality 
to evoke consternation from those who fear for the independence of our 
democratic institutions and the “rights of man.’”’ Such fears remain de- 


* Instructor in Social Sciences, Armour Institute of Technology. 


! For example, the present Congressional committee investigating the NLRB and headed 
by Representative Smith, whose legislative record has shown him to be definitely unsympa- 
thetic to labor. To date, no official report has been received from this body. See also Senator 
Burke’s unsuccessful effort to instigate an investigation of the board in 1938. S. Hearing en- 
titled “Investigation of the National Labor Relations Board,” 75th Cong. 3d Sess. (1938). In 
general, see Jaffe, Invective and Investigation in Administrative Law, 52 Harv. L. Rev. 120 
(1939). 

2 See particularly, Cushman, The Problem of the Independent Regulatory Commissions, in 
Report with Special Studies, President’s Committee on Administrative Management (1937), 
and the 1938 and 1939 reports of the American Bar Association’s Committee on Administrative 
Law. For excellent general analysis see Stason, Administrative Tribunals—Organization and 
Reorganization, 36 Mich. L. Rev. 533 (1938), and Aitchison, Reforming the Administrative 
Process, 7 Geo. Wash. L. Rev. 703 (1939). 

3 See Inland Steel Co. v. NLRB, C.C.H. Lab. Law Serv. 4 18510 (C.C.A. 7th 1940), 
where the court sent the case back for a new hearing because of the trial examiner’s alleged 
unfair and prejudicial conduct of the hearing. The court remarked in strong language about 
the “danger of imposing upon a single agency the multiple duties of prosecutor, judge, jury 
and executioner.” It might be added that the last word is inaccurate. No board decision 
can be enforced except by order of the circuit courts. 

Dean Pound, in his report to the American Bar Association, is particularly bitter about this 
combination of functions in one agency. See his 1939 report, passim. Contra: Landis, The 
Administrative Process (1938). 


328 





SEPARATION OF FUNCTIONS 329 


spite the fact that such a combination of functions has been held by our 
federal courts not to constitute a violation of any essential element of due 
process of law guaranteed by the Constitution. 

The National Labor Relations Board, one of the newest and most pow- 
erful of the independent tribunals, has been constantly criticized on this 
point. Employers, disaffected labor groups and politicians of high and low 
degree have assailed the NLRB as a drumhead court martial, a Spanish 
inquisitory tribunal, and a “modern Judge Fury,” to borrow one of Arthur 
Krock’s favorite epithets.‘ The stream of criticism has been of such im- 
posing proportions as to warrant legitimate concern if even a portion of the 
charges against the board in this respect have validity. 

There have appeared in legal periodicals several competent articles giv- 
ing NLRB administrative procedure a clean bill,’ but these painstaking 
efforts have been all but overwhelmed by the veritable flood of adverse 
propaganda appearing in popular journals and in the newspapers.’ The 
establishment of the labor board illustrates the recognition of a new sense 
of legal responsibility on the part of the “relatively rich’’ to the “relatively 
poor.”’? The NLRB bears such a fundamental relation to the well-being 


4 Attacks have been constant from all sources. See speeches by Senators Burke, Nye, 
Vandenburg (to mention but a few), or by William Green, Joseph Padway, or by leaders of 
the National Association of Manufacturers and of the United States Chamber of Commerce. 
The AFL at the past session of Congress proposed numerous procedural amendments 
to the act, one of which was to separate the judicial and administrative functions of the 
NLRB. This and other amendments were shelved, pending a report of an investigatory com- 
mittee. See note 1 supra. Anti-union forces have been more successful in the states and have 
succeeded in securing passage of restrictive labor legislation in Oregon, Pennsylvania, Wis- 
consin, Michigan, and Minnesota. The recent Pennsylvania and Wisconsin laws are emascula- 
tions of original copies of the National Labor Relations Act. 


5 See Wolf, Administrative Procedure before the National Labor Relations Board, 5 Univ. 
Chi. L. Rev. 358 (1938); Gellhorn and Linfield, Politics and Labor Relations: A Study of the 
Administrative Procedure of the NLRB, 39 Col. L. Rev. 339 (1939); Fahy, Procedure under 
the National Labor Relations Act, NLRB Rel. R-1337 (November 1938); Madden, Adminis- 
trative Procedure of the National Labor Relations Board, 45 W. Va. L. Q. 93 (1939); Fahy, 
Preparation and Trial of Cases before the NLRB, 25 A.B.A.J. 695 (1939); Janofsky, Pro- 
cedure under the National Labor Relations Act, 13 L.A.B.A. Bull. 236 (1938). An excellent 
study, not yet in print, is that of Harry Merican, Administrative Procedure of the National 
Labor Relations Board. 


6 See editorials on the NLRB in the New York Times, the Chicago Tribune, Chicago Daily 
News, New York Herald Tribune, etc.; Bridges, The Inquisition Comes to America, 15 Liberty 
No. 20, at 16 (May 14, 1938). The references on earlier anti-NLRB articles are collected in 
Smith, The Drive against the National Labor Relations Board, NLRB Rel. R-904 (May 1938). 
Typical of recent diatribes against the board is Garrett, One to Make a Bargain, 212 Saturday 
Evening Post No. 13, at 14 (September 1939). See also, the G——- D———- Labor Board, 
8 Fortune No. 4, at 32 (October 1938). 


7 Sharp and Gregory, Social Change and Labor Law 23 (1939). 
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of the American industrial machine that it is clearly of the utmost impor- 
tance that insofar as possible its administrative tactics be above reproach. 

This article will explore problems in combination of diverse functions 
within the NLRB and conclude as to whether such combination has re- 
sulted in any unfairness to the parties subject to the board’s jurisdiction. 
The writer wishes particularly to stress informal aspects of board proce- 
dure that have received but sparing attention in previous articles.* 

In general, the administrative procedure of the NLRB follows the fa- 
miliar independent commission pattern. In drafting the Wagner Act, 
liberal use was made of the content and language of the Federal Trade 
Commission statute.’ Briefly, the National Labor Relations Act es- 
tablishes an independent tribunal of three members with power to pre- 
vent commission of certain specified unfair labor practices,’® and to desig- 
nate authorized representatives of employees for purposes of collective 
bargaining." In its administrative machinery, the board employs a com- 
bination of centralization as to policy determination with an effective de- 
centralization in administration. All investigation and informal settle- 
ment of cases are handled by the personnel of twenty-two regional offices 
throughout the country. The overwhelming preponderance of all cases 
coming to the board are closed without resort to formal procedure, either 
by dismissal, by withdrawal or by the conclusion of an informal settlement 
in compliance with the act.” In only five percent of all cases does the dis- 
pute require a formal decision by the board."* In themselves, these figures 
constitute a remarkable tribute to the administrative efficiency of the 
board and refute conclusively the frequent charge that NLRB proceed- 
ings have the sole purpose of “getting” the hapless employer. 

Quite the contrary, only where no agreement is possible will the board 
proceed with a formal prosecution against the employer. “Instead of pa- 
trolling the area of regulation in pursuit of offenders, emphasis is being 
placed on evoking cooperative attitudes.’"* The board properly recognizes 


* The most thorough analysis of the board’s procedure is that of Professors Gellhorn and 
Linfield. See note 5 supra. They specifically exclude, however, the subject of the present 
article. 

* Compare Section 10 of the Wagner Act with Section 5 of the Trade Commission Act. In 
many paragraphs the wording is identical, and intentionally so. See Federal Trade Com- 
mission, Rules, Policy and Acts (1938). 

1° See § 8, 49 Stat. 449, 452 (1935), 29 U.S.C.A. § 158 (Supp. 1938). 1 Tbid., § 9. 

*2 During the last three years, board figures show that approximately ninety-four percent of 
all cases coming to the NLRB are disposed of without recourse to a formal decision. 

13 The percentage has alternated between five and six percent. For exact figures see the 
board’s annual reports. 

™4 Marx, Bureaucracy and Consultation, 1 Rev. of Politics 84, 89 (1939). 
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that a formal cease and desist order is not the most effective medium for 
securing permanently satisfactory compliance with the terms and intent 
of the act. Its procedural policies evidence a full realization that the ulti- 
mate success of administrative control of labor relations depends on secur- 
ing compliance through informal channels. 

Where formal procedure is required, a public hearing" is held before a 
trial examiner followed by a report to the board from the examiner. Oral 
argument and filing of briefs are available to the parties prior to the 
board’s decision. No NLRB order is self-enforcing, and appeal by any 
party from a decision lies to the federal circuit courts. An order from the 
latter is necessary to compulsory enforcement.*’ 

With this outline of the board’s general procedure in mind, it is now 
possible to proceed to the main discussion relating to combination of ad- 
ministrative, prosecutory and judicial functions within one agency. In 
judging the NLRB’s policies, it should be recalled that criticisms of the 
board in this respect apply also to the other independent commissions. 
Most of these agencies combine allegedly conflicting functions in varying 
degrees. But the fact that there is this fusion of prosecution and adjudica- 
tion in a single tribunal does not imply the absence of all extrinsic checks. 
As Dean Landis points out," it simply implies absence of the traditional 
check. Such a combination of functions does not offend constitutional 
requirements of due process. Consequently, the standard here for judging 
the NLRB will be whether the board has achieved an effective separation 
of functions insuring preservation of essential elements of fair play as well 
as the basic minimum of due process of law. 

One more qualification requires mention. The NLRB handles two broad 
classes of disputes, (1) those involving charges of unfair labor practices, 
termed in staff language “C” cases, and (2) representation disputes. In 
the latter, the board proceeds against no one but rather provides a medium 
for investigation to determine who is the legally authorized representative 

*s All board hearings have been and are open to the general public, except where the testi- 


mony may prove personally embarrassing to the witness. In such circumstances, the court is 
temporarily cleared. 


*€ Such a report is in writing and is served on all parties. The latter have a fixed and ample 
period of time in which to file exceptions. 

"? This fact is often ignored by those who prattle of “administrative absolutism.” There are 
no criminal penalties attached to the Wagner Act, except for wilful obstruction of the NLRB’s 
performance of its statutory function. It might also be noted that the board cannot initiate 
prosecutions. It acts only upon receipt of formally filed charges and cannot conduct head- 
hunting forays on its own motion. 


** Landis, op. cit. supra note 3, at 98. See also the chapter on Procedure in Brooks, Unions 
of Their Own Choosing (1939). 
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of employees for collective bargaining purposes.’® In a complaint case, 
on the other hand, proceedings are adversary from the moment a formal 
board complaint issues against the employer. It is in the latter type of 
case, therefore, that the problem of separating conflicting functions be- 
comes acute. It is here that the board is truly both prosecutor and judge. 
It is here that it becomes important to learn whether the NLRB’s admin- 
istrative policies reflect a judicial attitude and a temperate consideration 
for the rights of the parties at interest. 

Centralized control over the issuance of complaints affords the first op- 
portunity in the NLRB’s administrative process for a possible undesirable 
mixing of judicial and administrative functions. If board members them- 
selves were to decide in each case whether a complaint should issue on the 
basis of specific evidence at hand and then proceeded later to decide the 
same cases, there might be legitimate criticism that the same individuals 
were combining prosecutory and judicial activities. Administratively, 
such a condition seldom arises. Regional directors’ requests for authority 
to issue complaints are normally handled by the executive secretary or his 
legal assistants. Occasionally, the board may personally decide whether a 
complaint should issue.*® Those cases coming directly to the board’s atten- 
tion generally involve technical questions of law where it is essential to 
know if the board favors assuming jurisdiction as a matter of general ad- 
ministrative policy. At this stage of the case, the NLRB is interested 
neither in its substantive merit nor in the sufficiency of the evidence. The 
board’s policy on this matter has been specifically defended by Board 
Member Edwin S. Smith in the following terms: 

In its administrative role the Board, of course, does not desire a complaint to issue 
upon alleged facts which, even if proved, the Board does not think would constitute a 
violation of the Act. This administrative judgment, which is also a judicial judgment 
of the same sort which a judge exercises when he issues or refuses to issue a warrant on 
a preliminary set of facts which may later be tried before him, could not possibly affect 
the Board’s later decision of the completed case. The Board, confronted with the many 
details which it handles every day would have the greatest difficulty at the time it 
comes to consider the record of a case, in recalling what the regional director had said 
about the case in a memorandum presented months before. After a complaint is issued 
the Board does not know, except in unusual instances, which of its lawyers will conduct 
the case, which trial examiner will sit upon the case or what is being presented during 
the hearing. The Board’s mind is as unsullied from prior conceptions when it comes to 
pass final judgment upon a record as would be that of the most removed and aloof 
court. On the other hand, to have the body which in its judicial function is most fa- 


*9See Wolf, op. cit. supra note 5, at 363. 


2° See Smith, The Wagner Act and Labor Relations, NLRB Rel. R-1337, at 7 (November 
1938). 
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miliar with the interpretation of the Act impotent to decide in a doubtful situation that 
a case should not be allowed to go to hearing would cause much unnecessary inconven- 
ience and disappointment to the parties at interest, to say nothing of a considerable 
waste of the taxpayers’ money.” 


Although the number of cases coming directly to the board’s attention 
in this preliminary stage is perhaps greater than one might gather from 
Mr. Smith’s statement,” his conclusions are sound. It is obvious that the 
board must possess authoritative control over administrative policy. 
Where such control does not preclude the fair performance of the judicial 
function, there are no realistic grounds for genuine criticism. 

Figures as to the percentage or actual number of cases in which a re- 
gional director’s request for authorization to issue a complaint is refused 
either by the board or by the executive secretary are not available. One 
may safely conclude, however, that in the great majority of cases the opin- 
ion of the regional director is respected by the Washington office. In only 
rare instances has the NLRB directed issuance of a complaint where the 
regional director has previously refused a request.”> The latter’s discretion 
is normally final, although central control is retained in all cases. This is 
necessary not only for the reasons indicated by Mr. Smith,”‘ but also as an 
aid to the board’s current policy of reducing to an absolute minimum the 
number of cases going to formal hearing.” 

Before discussing problems in separation of functions in formal proce- 
dure, one further problem at the informal stage requires brief attention. 
Mediation activity by regional personnel bears directly on the question 
of separation of functions. The NLRB’s regional offices have been criti- 
cized for engaging in mediatory activity, contrary to the express intent of 
the act. When the law was passed in 1935, Congress deemed it unwise to 


** Ibid. 


It is estimated that from ten to twenty percent of complaint and representation cases 
are taken directly to the board for its ruling as to whether a complaint should issue or whether 
an order should be given directing formal investigation and hearing in an “R” case. 

*3 Figures are not available on this point, but the percentage during the fiscal year ending 
June 30, 1939 was between three and four percent. 

24 See note 20 supra. 


*s Regional directors have specific instructions to this effect. The criticism that the NLRB 
is unfair and biased in its treatment of the employer loses much of its force when it is recalled 
that the board is willing to proceed to a formal hearing on a complaint only when the prelimi- 
nary investigation has revealed strong prima facie evidence of violation of the act and per- 
sistent refusal to comply. It should be noted that only a small minority of powerful employers, 
among them newspaper publishers, have continued to place themselves in a position not only 
of anti-unionism, but of deliberate defiance of the legislative, executive and judicial branches 
of the government. See Brooks, op. cit. supra note 18, at 80. For newspaper anti-union 
activities see Seldes, Lords of the Press (1938). ; 
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mix quasi-judicial and mediatory powers in the same agency.” The es- 
sence of mediation is compromise. This was felt to be incompatible with 
the duties of interpretation and enforcement of a clear statutory mandate. 
Consequently, the board has issued instructions that no staff member may 
approve an informal settlement which accomplishes less than full compli- 
ance with the terms of the act.?” It is claimed that no deviation is permit- 
ted from this ruling. 

Cases have been closed “by adjustment” (i.e. informally), however, 
where full compliance was not provided for in the settlement. For exam- 
ple, the employer and the union may reach an agreement independently of 
any action by an NLRB staff member, and the regional director may sub- 
sequently permit withdrawal of the charge. But in any case where the 
NLRB is officially a party to the conclusion of a settlement there must be 
strict adherence to the statute. 

In administrative theory, the regional director is a participant in every 
case closed “‘by adjustment,” but in actual fact he may not always be in- 
volved. It is impossible to estimate accurately the number of cases thus 
closed, which do not involve full compliance. Such reports are included 
with the board’s informal files and are not open to general inspection. 
Undoubtedly, there is a certain amount of unofficial mediatory activity on 
the part of NLRB agents. But, if the union is satisfied with the terms of 
the settlement in cases of this type, there is nothing inherently reprehensi- 
ble in the regional director’s allowing the charge to be withdrawn, though 
he may be aware that the settlement is not in strictest conformity to the 
wording of the act.”* 


26 The experience of the earlier labor boards under the National Recovery Administra- 
tion had been an unhappy one, where the two functions were combined in the same agency. 
See Lorwin and Wubnig, Labor Relations Boards (1935). 


27 Wolf, op. cit. supra note 5, at 368. 


28 A different situation would present itself if there were evidence that the union was agree- 
ing to the settlement unwillingly because of unfair practices or compulsion by the employer. 
Members of the state labor relations boards have inevitably been engaged in mediation activi- 
ties to a greater extent than the NLRB. The Wisconsin board, under the original Wisconsin 
Labor Relations Act (see note 4 supra), has specific mediatory powers in addition to its quasi- 
judicial functions, and New York and Pennsylvania have mediation laws as companion 
measures to their state labor relations acts. In Wisconsin, under the original measure, there 
was close co-operation between NLRB and state board officials in a number of cases. Repre- 
sentatives of the Wisconsin board accompanied NLRB investigators on complaint cases in the 
role of mediators. (Personal correspondence with J. K. Kyle, executive secretary of the old 
Wisconsin Labor Relations Board, August 8, 1938). Through their mediatory powers, the 
state agencies often have an opportunity of settling disputes without formal proceedings and 
can often secure more flexible and rapid disposition of cases than would be possible under the 
quasi-judicial procedure of the NLRB. Unfortunately, however, state boards have been 
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Several problems at the formal hearing raise serious questions as to 
separation of functions. All hearings in the field are presided over by trial 
examiners assigned from Washington by the chief trial examiner for the 
board.?® Formerly, board members occasionally sat as examiners, but the 
pressure of decision work has increased to the point where their direct: 
participation is no longer practicable. Also, the board is now in a position 
to place greater reliance on its examiners than during the early years of 
the act’s operation when great difficulty was experienced in securing and 
maintaining a competent examining staff. 

The board has effected a complete functional separation between its 
trial examiners division and the litigation section of the legal division. The 
latter handles prosecutory work in the field and appears for the NLRB in 
court proceedings. The separation is also complete between trial exam- 
iners and the administrative staff of the regional offices. Dates for hear- 
ings are arranged by the regional director after consultation with the trial 
examiners division, but the former rarely knows which examiner will be as- 
signed to a particular case, nor is there any contact between the examiner 
and the regional office prior to the hearing.*° 

The NLRB has issued instructions that there must be no relationship 
between the board attorney conducting the case and the trial examiner, 
other than that normally obtaining between judge and counsel. This is a 
deliberate step to avoid unintentional collusion between board examiners 
and attorneys. Where the two know each other personally, as is not infre- 
quently the case, such a separation seems difficult to achieve. It is inter- 
esting to note that Professors Gellhorn and Linfield watched particularly 
for evidence of violation of the board’s strict rule. They found none and 
their conclusions are worth quoting in detail: 

While disregard of the Board’s directions to its employees in this respect has never, 


so far as the authors are able to learn, been established by any respondents, several vio- 
lations of its inflexible rule have been reported to the Board, and the participants in 


handicapped by incompetent personnel and by hostile public opinion. New York’s board is an 
exception to this generalization. 

It has been suggested, with some plausibility, that the national law should be amended to 
give the NLRB mediatory powers. See Latham, Federal Regulation of Collective Bargaining, 
6 Geo. Wash. L. Rev. 1 (1937). Such a change, however, goes to the substance of the statute 
and will not be considered further here. For an excellent discussion of the potential advantages 
in mediation by state boards see Garrison, Government and Labor: The Latest Phase, 37 
Col. L. Rev. 897, 904 (1937). 

** The board now has a permanent staff of approximately forty trial examiners. Only on 
rare occasions are per diem examiners employed today. 

3° With rare exceptions, the trial examiner never makes an appearance in the regional office 
while hearing a case. , 
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the alleged conferences have been severely reprimanded by the Board even in the ab- 
sence of substantiation of the reports. On the basis of rather careful inquiry, initiated 
with a considerable degree of skepticism, the authors have come to the conclusion that 
the relations between the Board’s examiners and its attorneys are ordinarily not sharp- 
ly different from those existing between many District Judges and United States at- 
torneys; they are known to one another; they develop a certain respect for and con- 
fidence in one another; and attorneys learn something of the habits of mind of the 
judges; and are thus enabled to present their cases with some reference to their idiosyn- 
cratic individualities; they may even have social relationships; but they do not conspire 
together over the luncheon table to deny a fair trial to persons who are to be prosecuted 
by one and judged by the other. 


A further and less well-known example of the board’s efforts to achieve 
a practical separation between judicial and administrative functions is 
found in its prohibition against trial examiners’ having access to materials 
relating to the preliminary investigation of cases by the regional offices. 
Prior to the hearing, the examiner has no knowledge of the case, except 
what he can glean from the charge, the complaint and the answer. Occa- 
sionally, material on the preliminary investigation may be introduced into 
the record, but often considerable time elapses before the examiner gets 
the true gist of the situation. 

While there may be ample theoretical justification for denying exami- 
ners access to such materials, in administrative practice such a policy has 
little in its favor. Judicial fairmindedness appears more likely to be as- 
sured by the examiner’s having an accurate knowledge of the facts than 
by his remaining in virtual ignorance. The examiner is a judicial referee. 
But it is only fair to assume that the NLRB’s trial examiners qualify as 
experts in the specialized field of labor relations and that, as a conse- 
quence, they will not be biased by reading preliminary investigation re- 
ports. As lawyers, they know well the difference between prima facie evi- 
dence and legal proof. 

The trial examiners division has partially avoided the administrative 
difficulties inherent in this board policy. Examiners are now requesting 
counsel to make a preliminary statement for the record showing the facts 
of the case, what they intend to prove, and the testimony and evidence 
they plan to produce. Such statements give the examiner a clear picture 
at the outset. They help him to conduct the hearing with intelligence and 
fairness and to make informed rulings on subsequent motions and objec- 
tions. 


3* Gellhorn and Linfield, op. cit. supra note 5, at 388. 


3* See In the Matter of Cleveland Equipment Works, 6 NLRB 773 (1938), where a field 
examiner’s report was introduced into the record by stipulation of all parties at interest. 
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The board’s general policy on this matter, however, remains the same, 
although there is nothing requiring such a rule in either the statute or the 
board’s rules and regulations. Actually, the law provides that if the 
board personally investigates a case, it is not thereby disqualified from 
participating in the decision of that case.** In view of this provision, it is 
quite possible that Congress intended that it would be legitimate proce- 
dure for the trial examiner to have access to such materials. 

Speaking realistically, concerted opposition from legal and employer 
groups would develop if the board were to change its ruling on this ques- 
tion. All parties would demand that the board’s informal files be made 
generally accessible.*4 With such potential hostility in mind, the NLRB 
will doubtless adhere to its present policy, at least until such time as great- 
er confidence in the ability and judicial temper of its examining staff de- 
velops. A change in policy now would mean still further delaying of for- 
mal proceedings by employers’ counsel, who might question in each in- 
stance whether the examiner’s report was in fact based on considerations 
found in the record. Or it might be alleged that the examiner had pre- 
judged the issues. Elimination of the present ruling might also impair the 
NLRB’s relatively satisfactory standing with the federal courts. As a 
consequence, it is not seriously urged that the board rescind its policy. 
The extensive discussion was intended to demonstrate the possible im- 
pairment of the judicial function resulting from a rule designed to conform 
rigidly to the prevailing dogma that judicial and administrative functions 
should not be mixed. 

Probably no other specific phase of the NLRB’s formal procedure has 
aroused more comment from outside groups than the conduct of formal 
hearings. Statements on NLRB hearings range the gamut from extreme 
favor to extreme disfavor. On the one hand, there is the opinion of the 
CIO general counsel that the NLRB gives “the fairest hearing of any simi- 
lar tribunal in the federal government.’’*> Also on the favorable side of the 
ledger is the fact that the board has received well over two hundred un- 
solicited letters from employer counsel praising the conduct of hearings. 

33 Section 5 of the act reads in part, “A member who participates in such an inquiry shall 


not be disqualified from subsequently participating in a decision of the Board in the same 
case.” 


34 The AFL at the last session of Congress submitted a cautiously worded but dangerous 
amendment along these lines. It suggested that “Subject to reasonable rules and regulations 
of the Board, parties to a proceeding may examine the files in such proceeding.” Such an 
amendment should be rejected. The writer feels that any administrative tribunal with prose- 
cutory functions should have the privilege of keeping private files. 


38 Interview with Lee Pressman, November 1938. 
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But by other sources NLRB hearings have been characterized as a species 
of “inquisition,’’** trial examiners have been burned in effigy,*’ and criti- 
cized constantly for bias prejudicial to the interests of the parties in- 
volved.** 

Certain procedural features at the hearing stage directly involve the 
problem of separation of functions. Of prime importance is the proper 
function of the trial examiner and the attorney for the board. The NLRB 
has a clear duty under the act to obtain a complete and truthful factual 
record in both complaint and representation cases. For this reason, trial 
examiners know that they are personally responsible for any gaps in the 
record. This is of fundamental importance, since almost every case heard 
before an examiner results in a board decision;** and the justness of the 
latter depends on the fidelity with which the former carries out his pre- 
scribed duty. While the examiner is essentially a judicial officer, he has 
this additional obligation of developing a complete record for the benefit 
of the board. If necessary, he may and does participate in questioning of 
witnesses, he may advise counsel as to lines of testimony they should de- 
velop, or he may himself introduce evidence.** The examiner cannot take 
refuge in the fact that the board’s attorney or employer’s counsel have 
been negligent in their own duties. 

When a trial examiner questions witnesses, criticism has arisen that in 
so doing he is abandoning his proper judicial role. The writer emphatically 
disagrees with such a viewpoint. Again it must be stressed that examiners 
are presumed to be administrative experts as well as lawyers. The fact 
that they may participate in questioning witnesses, or even in the intro- 
duction of evidence, does not ipso facto destroy their judicial tempera- 
ment and thus derogate from their primary function. Board hearings are 

3¢ See Bridges, op. cit. supra note 6. This article by a United States Senator is typical of the 
condemnations of the NLRB in the daily press. Employers have become so accustomed to 
reading material of this sort that they are surprised when they learn it is far from the truth. At 
one board hearing, the employer’s attorney arose and opened his remarks with the following 
statement, “I fully expect to have every objection I make overruled during the course of this 
proceeding.” As Board Member Edwin Smith points out, “Obviously, it is very difficult for 
agents of the Board to conduct hearings in an equitable and reassuring manner when the 


employer expects that he is invited to appear at a species of public lynching.” Smith, op. cit. 
supra note 6. 


37 This occurred during the hearing on the Weirton Steel Company complaint case. 

38 This is invariably alleged in exceptions to the examiners’ intermediate reports, although 
such allegations rarely have had foundation in fact. 

39 Except a small minority which may be dropped by either party for a miscellany of reasons. 
Any stipulation to a consent order or to an agreed settlement concluded after or during a formal 
hearing is embraced in a formal board decision and order. 


+ This is permitted both by the act and the board’s rules/and regulations. 
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not the arena for a game where the examiner can watch calmly to see which 
side will win, or which attorney can outsmart his opponent. The policy of 
the board is to secure the whole truth. If the examiner becomes too “‘judi- 
cial,” the purpose of the whole proceeding may well be defeated by his 
inactivity. 

Participation by examiners appears to vary with the individual. Some 
will assume a passive role, contenting themselves with a bare minimum of 
rulings on motions and objections; others actively interrogate witnesses 
and counsel and often appear to fill out a greater share of the record than 
all attorneys combined. Participation by the examiner is more frequent 
in representation case hearings since, somewhat surprisingly, it is more 
difficult to achieve a complete record here than in the average complaint 
case.“ Another factor is the restraint imposed on an examiner in a com- 
plaint proceeding because of the dual function of the board in such cases. 

Active participation on the part of examiners is a delicate problem and 
essentially one of degree. It has drawn the attention of circuit courts in 
recent cases,” notably the Montgomery Ward case** where a new hearing 
was ordered by the court. It held that the examiner’s conduct in that in- 
stance had “shaded into partisan activity” and that the respondent had 
therefore been denied a fair hearing as guaranteed by due process of law. 
In a more recent case, the trial examiner was censured by the court for 
exaggerated participation, although his conduct was not held to have been 
prejudicial to the interests of the respondent. The opinion concludes with 
a sentence indicating the view that federal courts may be expected to 
adopt toward participation by examiners. The court said: 

If a trial examiner will only keep in mind that the proper exercise of his functions 
requires openmindedness, fairness and impartiality, and if he will, within reasonable 
limits, permit each of the parties to the proceeding before him to prove his own case, in 
his own way, by his own counsel, he will save himself from criticism and avoid furnish- 
ing any basis for a charge that the hearing was unfair and that bias was shown.‘ 


NLRB examiners have frequently been criticized for an anti-employer 
bias. The writer has found no evidence of such bias in records which he 


4* This is true principally for two reasons. In the first place, complaint cases involve legal 
questions, whereas representation disputes involve factual and political problems with room 
for a wide divergence of opinion. Secondly, the questions in representation cases, such as 
what is the appropriate unit for purposes of collective bargaining, are relatively novel and 
often complex. 

# See Cupples Co. v. NLRB, 106 F. (2d) 100 (C.C.A. 8th 1939). 


43 Montgomery Ward & Co. v. NLRB, 103 F. (2d) 147 (C.C.A. 8th 1939); see also Inland 
Steel Co. v. NLRB, C.C.H. Lab. Law Serv. 918510 (C.C.A. 7th 1940). 


44 Cupples Co. v. NLRB, 106 F. (2d) 100 (C.C.A. 8th 1939). 
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examined.*s While such criticisms may have foundation in isolated cases, 
it is felt that in most instances they are based upon a fundamental mis- 
conception of the NLRB’s general approach in the field of labor relations. 
“The Board, through its trial examiners, seems . . . . to regard the cases 
from the viewpoint of a management engineer, familiar with Manage- 
ment’s prejudices and traditional attitude towards Unions, but charged 
especially with the duty of protecting the rights of the employees.’’** As- 
suming this statement to be a correct interpretation of board policy, the 
greater latitude admittedly accorded to employee testimony in complaint 
cases is more readily understood. As the chairman of the board has re- 
marked, while employers may sometimes fool the board, they never fool 
the employees.’ 

Where the NLRB has found evidence of bias on the part of its exam- 
iners they have been dismissed.* A number of cases have been sent back 
for rehearing on the board’s own motion before another examiner because 
of prejudicial error on the part of the original examiner*® or because of 
proven bias.*° Objections by any party to the conduct of the hearing by 
the examiner automatically become part of the record, reviewable by the 
board and the courts. 

While an NLRB hearing is in progress, efforts are often continued to 
achieve an informal settlement, in order to avoid a costly and protracted 
proceeding. Such efforts are generally made by the regional director, but 

48In all, the writer examined the complete formal file in twenty-five cases selected as 
representative. 


46 Feller and Hurwitz, How to Deal with Organized Labor 594 (1937). It might be noted 
that this book, while written primarily for employer consumption, concludes as to board 
hearings and its procedure generally in complaint cases, “It is not intended here to charge 
the NLRB with undue severity towards employers.” Ibid., at sos. 

47 Thid., at 594. 

4 A noteworthy case is that of J. Raymond Walsh, former instructor in economics at 
Harvard University. Dr. Walsh had been employed as a per diem examiner by the NLRB, 
but the board declined to use him further when it was found that his book, CIO: Industrial 
Unionism in Action (1937), showed a marked preference for the CIO as opposed to the AFL. 
This action of the board was protested in a letter to Chairman Madden by the AFL attorney 
who had argued before Walsh in the latter’s final case. He urged Walsh’s retention and 
asserted that his conduct of the hearing had been above reproach. See also In the Matter of 
Express Publishing Co., 8 NLRB 162 (1938), in which the board ordered a new hearing before 
a different examiner because of possible bias against the employer on the part of the original 
examiner due to an anti-NLRB editorial in the respondent’s paper. 

49 Definite figures on this are not as yet available. For examples, see In the Matter of 
H. Margolin & Co., 9 NLRB 852 (1938) and In the Matter of Holland Reiger Division of 
Apex Electric Co., 6 NLRB 156 (1938). 


5° See Montgomery Ward & Co. v. NLRB, 103 F. (2d) 147 (C.C.A. 8th 1939); Inland Steel 
Co. v. NLRB, C.C.H. Lab. Law Serv. {18150 (C.C.A. 7th 1940). 
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not infrequently the examiner may be asked to participate in settlement 
conferences. Here again is a ticklish problem in separation of judicial and 
administrative functions which has attracted no attention in earlier legal 
comment on the work of the NLRB. 

NLRB trial examiners have participated in settling informally both 
complaint and representation cases. There is no board rule prohibiting 
their participation. They have discretion in the matter with the implied 
understanding that they should conduct themselves in such a manner as 
not to be subject to disqualification from further formal proceedings in 
case the settlement is not consummated. For example, if the weight of the 
evidence should be discussed informally before the examiner, he is auto- 
matically barred from further participation in the case. The board is most 
strict on this point. A trial examiner must be careful not to exhibit bias, 
prejudice or to make statements of his own personal feelings as to the 
proper disposition of the case. If he participates at all, his sole duty is 
to make every effort to bring the parties into accord. If he enters a settle- 
ment conference which subsequently falls short of fruition, he is generally 
not continued on the case. A new examiner is assigned who reads the en- 
tire previous record and presides at the reopening of the formal hearing. 

Informal settlements concluded during the hearing clear officially 
through the regional director, since the examiner has no formal powers in 
such proceedings. Some examiners are reluctant to participate even to a 
limited degree in settlement conferences. Others engage in them freely, 
in some cases to the point of actually drafting the terms of the settlement. 
It should be emphasized that examiners never participate in a settlement 
conference except upon request of the parties at interest. The individual 
complexion of the case and the temperament of the examiner generally 
determine whether a request to participate will be complied with or re- 
fused. 

Trial examiners can perform a valued service in many cases where the 
parties are near agreement, but where personal animosity may prevent 
their concluding the matter successfully among themselves. The objec- 
tion to participation by the examiner is based primarily on the theory 
that in so doing he is forsaking his purely judicial role. This criticism is not 
fundamental. It ignores completely the well-known fact that many courts 
of law follow a similar practice constantly. Divorce court proceedings 
may be cited as a familiar illustration. 

The proper function of the attorney for the board must now be con- 
sidered before leaving the hearing stage. Employer ire has often been 
aroused by the occasional close collaboration between the board attorney 
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and counsel for the union filing the charge in a complaint proceeding. 
When the NLRB, in its prosecutory capacity, has undertaken to press 
such a charge in a formal hearing, it is difficult to understand what is 
prejudicial to any party in the assistance rendered to the board’s attorney 
by the legal representative of the allegedly aggrieved union. The relations 
of the board’s attorney and union counsel in a complaint case do not ap- 
pear to be essentially dissimilar in any respect to the normal relationship 
existing between counsel and client in ordinary court proceedings. 

In his prosecutory function, the board’s attorney is directly responsible 
to the associate general counsel in charge of the litigation section of the 
legal division. But it should be noted that neither the attorney at the 
hearing nor his associate general counsel is in direct consultation with 
members of the board in connection with particular cases, except where 
there may be an extraordinary development affecting the general admin- 
istrative policy of the NLRB. “Even in the exceptional case, however, 
the members of the board take no further direct interest in the case after 
the question of policy has been decided.”’* 

Employers have occasionally protested against the use of NLRB staff 
members as witnesses in complaint case prosecutions. This is cited as 
further proof that the cards are stacked against the employer. In actual 
practice, such testimony is generally confined to members of the division 
of economic research and is usually offered by the NLRB’s chief econo- 
mist. Admittedly, testimony by NLRB field examiners or regional di- 
rectors in cases where they had made the preliminary informal investiga- 
tion would be distinctly undesirable. If this were permitted, it would be 
virtually impossible for regional personnel to retain whatever confidence 
employers might have been willing to place in them in the informal stages 
of subsequent investigations. The employer would become suspicious or 
antagonized and the chances of achieving informal compliance with the 
act would be greatly reduced. No prejudicial danger to the interests of 
any party can be discerned, however, in calling members of the board’s 
economic division as background witnesses in cases where they have nor- 
mally had no prior contact with the proceedings. 

To sum up the discussion of problems at the formal hearing stage, the 
writer feels that criticisms of the board’s policies and procedure have been 
of minor significance or have been purposely advanced with the intention 
of discrediting the Wagner Act and the board itself. While in isolated in- 
stances it may be true that the employer has not had a completely fair 
hearing, this is doubtless due to failure of personnel in the individual case, 

5* NLRB Third Ann. Rep., at 5 (1938). 
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rather than to any inherent defect in NLRB procedure. A sense of fair- 
ness is a human rather than a mechanical concept. Personnel in adminis- 
trative tribunals cannot be expected to attain infallibility any more than 
any other governmental or private agency. With further refinement and 
perfection in the board’s legal and trial examining staff, genuine criticism 
may be expected to diminish.** 

Several problems relating to separation of functions arise at the decision 
phase. In most complaint cases, the examiner submits an intermediate re- 
port to the board containing an analysis of the record together with his 
recommendations as to disposition of the case. Such a report is not essen- 
tial to due process,*4 but is furnished the respondent in virtually every 
case. In those cases where the report is not called for, the board always 
issues “proposed findings of fact and proposed conclusions of law” and 
permits oral argument following its proposed order.** This is an illustra- 
tion of a procedural safeguard afforded by NLRB policy which is unneces- 
sary so far as the constitutional concept of a fair hearing is concerned. 
When the intermediate report has been approved as to form and conclu- 
sions of law by the chief trial examiner, any formal connection of the trial 
examiners division with the case is at an end. The entire record is then 
turned over to the review section in the legal division, a functionally sepa- 
rate unit. 

It would be naive to presume that any administrative tribunal actually 
examines the entire record in every case prior to rendering its decision. 
The NLRB is no exception. At the present time, it has been estimated 

% It might not be out of place to remark that judges themselves have by no means been 
immune from criticisms on the grounds of bias and prejudice. 

53 Of course many private attorneys, unaccustomed to certain novel variations in adminis- 
trative procedure, will doubtless continue to protest that they are denied their “day in court,” 
since the rules of evidence employed in ordinary judicial proceedings are not strictly adhered to 
by the NLRB. As a matter of administrative practice, NLRB attorneys have found it ex- 


pedient in most cases to follow court rules of evidence in order to avoid interminable bicker- 
ings and delays on the part of employer counsel. 

54 See particularly NLRB v. Mackay Radio & Telegraph Co., 304 U.S. 333 (1938). 

5s There is no conflict between NLRB procedure in complaint cases and the standards laid 
down by the Supreme Court in the second Morgan case, 304 U.S. 1 (1938). The latter decision 
covered a case where the deciding administrative officer did not himself make the findings. 
The Court held that the procedure in such cases was vitally defective where the respondents 
were denied a reasonable opportunity of knowing the claims presented by the active prosecu- 
tors and to contest them. In NLRB complaint procedure, adequate notice of the nature of the 
charge is given to the employer even before jurisdiction is taken and opportunity to attack the 
allegations of the board as complainant is afforded at several stages during the proceedings. 
See particularly Sears, The Morgan Case and Administrative Procedure, 7 Geo. Wash. L. Rev. 
726 (1939); Judicial Control of Administrative Procedure: The Morgan Case, 25 Harv. L. Rev. 
5°9 (1939). 
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that the board on its decision days disposes of as many as nine cases per 
day. The tremendous volume of decision work since the Supreme Court 
upheld the Wagner Act in the spring of 19375’ has required an increasingly 
large staff of legal assistants to the board. That such assistance violates 
no constitutional principle is well settled. The courts have stated on sev- 
eral occasions that administrative tribunals may be aided in the analysis 
and digesting of records and in the drafting of decisions.5* To quote from 
a recent circuit court opinion involving an NLRB order, “We feel that the 
inquiry into the mechanics of opinion-writing is ethical rather than legal. 
. ... We may add that the Labor Board has never made any mystery of 
the part taken by the attorneys in its ‘Review Division’ in aiding it in 
writing its opinions.”s® 

At the review phase there is a definite problem in separating judicial 
from prosecutory functions. For this reason, by explicit board regulation, 
review section attorneys may not discuss any case on which they are work- 
ing with the regional attorney who prosecuted the case at the hearing. 
The latter occasionally appears at oral argument and may, in rare in- 
stances, argue the case before the board, but he has no contact with the 
Washington attorney reviewing the case.°° 

The general counsel of the board exercises general supervision over both 
sections of the legal division. In cases where he has played no active part, 
he may be consulted by members of the review section, particularly on 
jurisdictional matters. But if, as may occasionally be true, he has partici- 
pated in a case in its investigatory or prosecutory phases, there is no con- 
tact between him and the review attorneys. There is a certain amount of 
interchange in personnel between the litigation and review staffs, but at- 
torneys transferred from prosecutory duties to the review section are 
naturally never assigned to cases with which they have been previously 
connected in the field. 

Less strict separation is maintained between review attorneys and trial 
examiners. Since both are performing quasi-judicial functions, any argu- 

56 This estimate includes both complaint and representation cases. 


87 NLRB v. Jones & Laughlin Steel Co., 301 U.S. 1 (1937), is the leading case of five test 
suits. 

58 See the first Morgan case, 298 U.S. 468, 481-2 (1936), where the Court said, “Evidence 
may be taken by an examiner. Evidence thus taken may be sifted and analyzed by competent 
subordinates.” Cf. NLRB v. Biles Coleman Lumber Co., 98 F. (2d) 16 (C.C.A. oth 1938), 
citing the Morgan case as authority in reference to the NLRB’s procedure. 

5° NLRB v. Botany Worsted Mills, 106 F. (2d) 263 (C.C.A. 3d 1939). 

6° The writer attended oral arguments before the board in some twenty “‘C” cases. In only 
one of these was the prosecuting attorney for the board present. He took no part, nor was there 
any interchange between him and the review section attorney. 
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ment for their complete separation carries no weight. The fact that it is 
occasionally necessary for the review attorney to consult the examiner 
may be indicative of defective handling of the case at the hearing. The 
record may not be complete or intelligible on certain crucial points, and in 
such instances the examiner may be asked to clear up the difficulty. It is 
necessary in some cases to send the matter back for rehearing where gaps 
in the record are revealed by the review attorney’s analysis. 

To sum up, the writer feels that the NLRB has succeeded with remark- 
able and commendable effectiveness in achieving a clean-cut and at the 
same time administratively practicable separation of conflicting functions 
within its organization. Assuming such a separation to be a sine qua non 
of administrative fairness, the NLRB unquestionably measures up. Criti- 
cism of the board’s policies must use another base if it is to find its mark. 

The NLRB has enforced its policy of separation from the beginning. 
In common with other federal administrative tribunals, it has found it 
expedient, if not necessarily desirable, to divide its administrative, prose- 
cutory and judicial activities as far as possible. Administrative investiga- 
tion is made by regional office personnel. Prosecution is in the hands of 
the litigation section of the legal division, but all formal hearings are pre- 
sided over by trial examiners, who are organizationally, functionally and 
personally separate from the prosecutory staff. Analysis of the record for 
purposes of a decision is made by a review attorney who has had no prior 
connection with the case. The decisions are those of the board itself in 
every case, although they may be physically written by legal assistants. 
The board members have no previous knowledge of any case, except in a 
minority of instances where a ruling was essential covering general admin- 
istrative policy. The inevitable personal contacts between members of 
the various divisions of the NLRB are not calculated in any way to impair 
the proper performance of the judicial function. 

If the above discussion of the NLRB and separation of functions is an 
accurate and fair statement of board policy and practice, the writer can 
see no legitimate reason for transferring the judicial functions of the board 
either to another administrative body” or to the federal courts.” At best, 


6: The President’s Committee on Administrative Management suggested this as a general 
plan for administrative tribunals, without making definite recommendations as to indi- 
vidual agencies. For criticism of such a proposal see Landis, The Administrative Process 
(1938). 

62 Those interested in destroying the Wagner Act and the NLRB without assuming the 
actual onus for repealing the law have suggested transferring the board’s judicial functions to 
the federal district courts. Aside from the fact that the latter are unfamiliar with the special- 
ized subject matter of labor relations, to give them initial and review powers would cause in- 
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any such change would mean still further delay in those cases requiring 
formal procedure and would not increase the protection now afforded to 
parties at interest. At the worst, it would mean destruction of any honest 
effort at administering the act. 

The present procedure of the NLRB in both “C” and “R”’ cases pro- 
vides adequate safeguards to both employers and unions. It is worth re- 
peating that the policies of the board in not a few instances are more lib- 
eral than necessary to satisfy “the rudimentary requirements of fair play” 
as laid down by the federal courts. The automatic granting of oral argu- 
ment upon request in complaint cases is one excellent illustration. An- 
other, already mentioned, is the serving of an intermediate report or a 
proposed order to which the parties may except either verbally or in writ- 
ing, or both. 

The latest judicial pronouncement in the second Morgan case® asserts 
that a fair and open hearing before an administrative tribunal must con- 
tain certain essential elements. Said the Court,“ 

The right to a hearing embraces not only the right to present evidence, but also a 
reasonable opportunity to know the claims of the opposing party and to meet them. 
. ... Those who are brought into contest with the Government in a quasi-judicial 
proceeding aimed at the control of their activities are entitled to be fairly advised of 


what the Government proposes and to be heard upon its proposals before it issues its 
final command. 


NLRB procedure meets and surpasses these judicial standards. Further, 
any party considering himself to be aggrieved wholly or in part by a board 
order is entitled to judicial review before any positive action against him 
can be taken. Where such ample safeguards exist and where the adminis- 
trative body in question continues strictly to enforce a deliberate and 
self-imposed policy of separating its administrative, prosecutory and 
judicial functions, there is not the remotest danger of “administrative 
absolutism.”*s It might be fitting to close with a pregnant epigram from 
a recent circuit court decision sustaining an order of the NLRB. Re- 
marked the court, “Adminisirative Justice is consistent, not incompatible, 
with our Supremacy of the Law.” 


tolerable delays and thus destroy the efficacy of the board. Labor relations is a field peculiarly 
dependent upon a speedy and effective resolution of disputes and hence is particularly suited 
to the administrative medium. 

3 304 U.S. 1 (1938). 4 304 U.S. 1, 18 (1938). 

6s The favorite phrase of the American Bar Association’s Committee on Administrative 
Law in their 1939 Report to the Association. 

66 Jefferson Electric Co. v. NLRB, 102 F. (2d) 949 (C.C.A. 7th 1939). The italics in the 
above quotation are those of the court. 





COMMENT 


LABOR’S COERCIVE ACTIVITIES UNDER THE 
SHERMAN ACT—THE APEX CASE 


CuHaRLEs O. GrEGOoRY* 


N Leader v. Apex Hosiery Co.' the Third Circuit Court of Appeals 
| recently attempted to restate the position of the Supreme Court on 
the application of the Sherman Act to the coercive activities of or- 
ganized labor. The result is, however, not very illuminating. But this is 
not altogether the fault of the Third Circuit Court of Appeals. The Su- 
preme Court itself has obscured its views in language so vague and fictional 
that one wonders whether it can be said ever to have taken any position 
except as it has disposed of particular cases. Nevertheless, I believe some 
light can be thrown on a few of the leading cases—enough, at least, to 
show that although the Apex case will probably be affirmed,’ the trial 
court’s judgment in favor of the plaintiff might easily have been founded on 
evidence which might have prevented its reversal. 

Whether or not Congress intended the Sherman Act to cover the coer- 
cive activities of labor unions or meant what it seemed to say in Section 6 
of the Clayton Act is now hardly worth discussion. These issues have been 
exhaustively treated elsewhere. It is sufficient here to note that Congress 
in the Sherman Act declared illegal “every . . . . combination . . . . in re- 
straint of trade or commerce among the several States ” Since the 
phrase “restraint of trade” was more or less a term of art at common law? 
signifying the effects of monopolistic practices of dealers in goods, perhaps 
I should emphasize in passing its unusual use to describe the prevention of 
goods from entering into commerce. 

When the Supreme Court decided the Danbury Hatters‘ case in 1908, it 
embarked upon a precarious venture. For alJ successful coercive labor 

* Associate Professor of Law, University of Chicago Law School. 

* Leader v. Apex Hosiery Co., C.C.H. Lab. Law Serv. { 18482 (C.C.A. 3d 1939). The 


District Court’s charge to the jury and the judgment for triple damages appear in C.C.H. 
Lab. Law Serv. { 18336 (D.C. Pa. 1939). 


? Petition for cert. filed January 22, 1940. 


3 See opinion of Taft, J., ad lib. in United States v. Addyston Pipe & Steel Co., 85 Fed. 271 
(C.C.A. 6th 1898). 


4 Loewe v. Lawlor, 208 U.S. 274 (1908). 
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activities, at least in plants engaged in the production of goods to be sent 
into other states, involve restraints on such shipments. And if such re- 
straints are caused by the coercive activities of labor combinations, they 
would all seem to fall within the prohibitions of the act. If so, Congress 
had in one brief statute wiped out the privileges of coercive bargaining for 
which organized labor had fought so long and so bitterly, at least in those 
industries engaged in production for out of state markets. 

But the Supreme Court had no intention of going so far. By 1908, prac- 
tically all of our courts, federal as well as state, had accepted strikes for 
higher wages and shorter hours. Even if such strikes by causing shut- 
downs did result in the prevention of shipments to other states, it would be 
neither practical nor politic, let alone just, to condemn them as violations 
of the Sherman Act. If the court wished to use this statute as a means of 
controlling labor union activities, it would have to hit upon some device 
other than the mere restraint of commerce involved. This standard was 
not sufficiently selective. 

Perhaps the most obvious recourse was to condemn as illegal under the 
act those coercive union activities which were illegal aside from its provi- 
sions. Indeed, the Third Circuit Court of Appeals, as formerly con- 
stituted, in disposing of the Apex Company’s request for injunctive 
relief, indicated that lawful economic union coercion cannot be a viola- 
tion of the Sherman Act. Even if this were true, it would, of course, be a 
long way from implying that all illegal conduct which involves a restraint 
of commerce is contrary to the terms of the act. At any rate, the Supreme 
Court in the first Coronado® case refused to treat as a violation of the act 
the restraint caused by the highly illegal conduct of the strikers. Instead 
of this possible view, the Court announced that only “direct’”’ restraints 
were condemned under the statute; and it added that “‘direct” restraints 
were only those actually intended or necessarily involved in the particular 
coercive activity practiced. 

This principle, if it may be called one, is neither easy to understand nor 
simple to apply. As a part of the common law of torts, it had long since 
become traditional to infer from deliberate conduct an intent to do what- 
ever followed from such conduct. Thus, if a successful strike for higher 
wages forced a manufacturer to cease production and prevented the ship- 
ment of goods to out of state customers, the strikers, by intending to force 
a shutdown, also intended the incidental stoppage of interstate ship- 

5 Apex Hosiery Co. v. Leader, go F. (2d) 155 (C.C.A. 3d 1937), noted in 5 Univ. Chi. L. 
Rev. 149 (1937), and rev’d as moot 302 U.S. 656 (1937). 

* United Mine Workers of America v. Coronado Coal Co., 259 U.S. 344 (1922). 
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ments. But the Supreme Court refused to extend this traditional reason- 
ing to labor dispute cases arising under the Sherman Act. It said that the 
admitted restraint in such cases was not the coercive pressure which the 
strikers had set out to exercise. They were not trying to embarrass the 
manufacturer by preventing the shipment of his goods. They were trying 
to embarrass him by withholding their services in order to compel him to 
lose money through discontinuance of productive operations. Any “re- 
straint” thereby placed on his out of state trade was incidental to the 
immediate objective of forcing him to comply with their demands by dis- 
abling him from continued production. 

As a statement, this should be fairly simple to comprehend. But it is far 
from easy to understand why the Court took this position. Although the 
fact that strikes over wages and hours were not regarded as “bad” strikes 
had something to do with it, this may not be the whole answer. For I am 
sure that the Court would have treated such strikes as violations of the 
Sherman Act had it been proved that the strikers actually intended and 
tried to coerce the employer by preventing or interfering with his inter- 
state shipments. But this would be very hard to prove in strikes over 
wages and hours, chiefly because the strikers find that stopping operations 
is sufficiently coercive. 

But the Court’s position may have been evolved much more subtly. A 
perusal of the last half century’s output of court decisions on labor dis- 
putes would indicate a widespread determination to check coercive activi- 
ties designed to promote the spread of union organization. The courts, 
with some exceptions, disliked the closed union shop movement and more 
or less consistently declared it to be an illegal objective of union coercive 
activities. The federal judiciary, including the Supreme Court, obviously 
shared this view. When it came to administering the Sherman Act in la- 
bor dispute cases, the Supreme Court may have finally concluded to em- 
ploy its sanctions only against labor activities aimed at organization and 
the increase of union power. To this end, I believe it conceived what we 
might call the “intent formula,” stating and applying it in such a way that 
it would be very hard, if not impossible, for the Department of Justice and 
for private litigants to prove a violation of the Sherman Act in cases of 
strikes over wages and hours, but relatively simple to prove a violation in 
cases of certain undesirable union practices committed for any purpose or 
in cases of any coercive activities aimed at the closed union shop. 

This assertion may seem far-fetched to some readers. I say this because 
some of my friends with whom I have discussed this notion have felt that I 
attribute almost Machiavellian subtlety to a court of rather forthright and 
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practical-minded judges. But I fail to see anything fantastic in supposing 
that the Court would hit upon a very technical formula to use as a guide 
for discriminating between permitted and illegal restraints, particularly in 
connection with anything as highly charged with politics as the organized 
labor movement. It has achieved distinctions infinitely more fantastic in 
cases involving taxation, conflict of laws and the Constitution. 

But to come back to the “intent formula,” the first hint of it appeared 
in the Coronado case. There the strikers by violence and terrorism had 
shut down a mine from which several thousand tons of coal a week were 
normally shipped to out of state markets. The court refused to treat this 
“<ncidental’’ restraint as a violation of the Sherman Act because it had 
not been shown that the strikers had intended it. But Chief Justice Taft 
certainly took the opportunity offered in the first Coronado case to lay 
down the basis for what was to become the ratio decidendi in the second 
Coronado case.’ His opinion shows that he appreciated the union policy of 
introducing the closed shop into all units of an industry in order to elimi- 
nate in national markets the competition of cheaper nonunion produced 
goods with the more costly union produced commodities. He realized 
that pursuit of this policy was essential to the business protection not 
only of unionized shops and mines but also of union laborers whose con- 
tinued prosperity was dependent upon the economic welfare of their 
employers. All of this and its connection with coercive union activities 
for the closed shop he made clear in the first Coronado case. Nevertheless, 
he made it clear that general knowledge of this policy, as it had been fre- 
quently articulated by the national coal miners’ union, was not the sort 
of evidence from which the federal courts in proceedings under the Sher- 
man Act could infer that any particular closed shop strike called by a 
local union was designed to achieve unionization of that mine in order to 
keep its otherwise nonunion mined coal out of interstate markets. This 
inference, he said, must be supported by “circumstances or direct evi- 
dence” clearly showing that the local strike in question was actually and 
consciously intended to keep nonunion mined coal out of interstate 
markets in order to obviate cheaper competition with more expensive 
union mined coal. For all he could tell from the evidence, the strike in the 
Coronado case was intended merely to achieve added bargaining power 
and increased wages thereby. 

Chief Justice Taft recognized an exception to these remarks. He said 
that the Danbury Haiters case was “‘very different.’”’ There the AFL had 
sought to bring pressure on Loewe in Connecticut by instituting a nation- 

7 Coronado Coal Co. v. United Mine Workers of America, 268 U.S. 295 (1925). 
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wide secondary boycott against Loewe’s hats. All federation members 
were dragooned into boycotting Loewe’s hats and the stores where they 
were sold, with the specific object of discouraging retail hat shops through- 
out the country from continuing to stock and order the plaintiff’s hats. 
The federated union sought to bring pressure against the plaintiff by 
deliberately striking at and trying to annihilate his out of state market. 
As the Chief Justice observed: ‘The direct object of attack was inter- 
state commerce.” Presumably the Duplex* and Bedford Cut Stone? cases 
fell within the same category as the Danbury Hatters case. And Chief 
Justice Taft went on to show that the Lumber Dealers’ Association" case 
was more like the Danbury Hatters case than it was like the first Coronado 
case. There a retail dealer’s association blacklisted a wholesale lumber 
dealer because he sold lumber directly to consumers, thus infringing upon 
what the association members regarded as their proper custom. Inas- 
much as the association’s coercion was practiced upon the wholesaler by 
striking at his shipments to association members and was directed at cur- 
tailing his shipments to consumers, the Court regarded its conduct as an 
illegal restraint. As Chief Justice Taft remarked of this case: “It was the 
commerce itself which was the object of the conspiracy.” 

Parenthetically, I cannot help observing that the Lumber Dealers’ As- 
sociation case meant that purchasers of goods cannot band together and 
collectively refrain from dealing with another as labor unionists may do 
in ordinary strikes which are not intentionally aimed at interstate ship- 
ments. The explanation for this curious result no doubt lies in the nature 
of the dealings refrained from in the two types of cases, although this is a 
pretty thin distinction. In the Lumber Dealers’ Association case, the only 
way in which the members could bring pressure (the only way in which 
they could cease dealing) involved the discontinuance of interstate ship- 
ments of lumber. But in an ordinary strike the method used to bring pres- 
sure is the collective withdrawal of services, a device which in the nature 
of things would hardly be described as coercion exercized through destruc- 
tion of interstate shipments. 

In the first Coronado case, Mr. Justice Taft gave a broad hint to counsel 
for the plaintiff. It was substantially the following: If you can find evi- 
dence indicating that the strikers actually intended to unionize the 
Coronado mine or, failing that, to shut it down, in order not only to im- 
prove their local bargaining strength and working conditions but also to 


* Duplex Printing Press Co. v. Deering, 254 U.S. 443 (1921). 
* Bedford Cut Stone Co. v. Journeymen Stone Cutters’ Ass’n, 274 U.S. 37 (1927). 
1° Eastern States Retail Lumber Dealers’ Ass’n v. United States, 234 U.S. 600 (1914). 
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protect already unionized mine operators and their employees by keeping 
nonunion mined coal out of interstate markets, then the federal courts 
will regard the local strike as an illegal restraint under the Sherman Act. 
All counsel had to do was find someone who could testify as to the pur- 
poses of the strike. Apparently this was not hard to do; and, as is almost 
invariably true of strikes for the closed union shop, it transpired that one 
of its objectives was the elimination in national markets of the competi- 
tion of nonunion produced goods with union produced commodities. 

An observation of Chief Justice Taft’s in the second Coronado" case 
is worth noting. He remarked: 

The mere reduction in the supply of an article to be shipped in interstate commerce 
by the illegal or tortious prevention of its manufacture or production is ordinarily an 
indirect and remote obstruction to commerce. But when the intent of those unlaw- 
fully preventing the manufacture or production is shown to be to restrain or control 


the supply entering and moving in interstate commerce, or the price of it in interstate 
markets, their action is a direct violation of the Anti-Trust Act. 


Whether or not I am correct in supposing that the Supreme Court 
deliberately evolved a rule enabling “good” strikes in spite of obvious 
incidental restraints through shutdowns but condemning organizational 
strikes is certainly conjectural. But I have no doubt that this is the posi- 
tion at which the Court arrived. Inasmuch as the main plank in the 
union economic program is the protection of unionized industries and the 
union employees therein from the undermining influence of the competi- 
tion from cheaper nonunion made products, I believe that all organiza- 
tional coercive union activities aimed at the closed shop, single or univer- 
sal (throughout a particular industry), are intentionally directed at elimi- 
nating such competition. Naturally, such activities have other objections 
as well. But I think the Supreme Court evolved a means for permitting 
under the Sherman Act all coercive labor activities designed to achieve 
immediate ends such as better wages or shorter hours and for condemning 
thereunder all such activities aimed at the spread of union power through 
the closed shop in industries serving national markets. The key to this 
position of the Court’s is the industry of counsel in securing evidence in- 
dicating the actual intent on the part of the defendant unionists to 
achieve this purpose, a task which should not be difficult in all organiza- 
tional coercive union activities and which is practically impossible in cases 
of strikes for immediate objectives aside from the single or universal 
closed shop. 


At this point some might observe that the strike in the Leatherworkers’™” 


tt Coronado Coal Co. v. United Mine Workers of America, 268 U.S. 295 (1925). 
12 United Leather Workers Int’! Union v. Herkert & Meisel Trunk Co., 265 U.S. 457 (1924). 
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case was for a closed shop; yet the restraint of continued shipments therein 
because of enforced cessation from manufacture was not regarded by a 
majority of the Supreme Court as illegal under the Sherman Act. Indeed, 
it appeared from the case that the strikers knew that such a restraint 
would very likely occur and they “hoped” that it would as an added com- 
pulsion on the employer to concede the union demands. But nowhere in 
the record did it appear that counsel for the plaintiff had secured evidence 
indicating that the strikers intended to achieve this result or to eliminate 
the competition of nonunion made with union made leather goods in 
interstate commerce. 

Before I go any further, perhaps I should mention in passing one other 
type of restraint which courts have occasionally recognized in order to 
condemn under the Sherman Act certain coercive activities of labor 
unions. This is the interference with and stoppage of the “interstate 
journey” of certain commodities."? Typical examples of this are the A eoli- 
an" and the Live Chicken"’ cases. An analogous case is Anderson v. Ship- 
owners’ Association®® where the Court condemned conduct restraining 
“ships and those who operate them .. . . instrumentalities of interstate 
commerce.” Indeed, I have frequently wondered if the Railway Labor 
Act was not an outgrowth of practical political necessity prompted by the 
fact that any coercive labor activity on the railroads necessarily restrained 
interstate commerce and the instrumentalities thereof directly—an oc- 
currence against which the Court could not help applying the Sherman 
Act, no matter what the purpose of the labor dispute might be. Rather 
than permit this “impossible” situation, it is likely that Congress at an 
early date preferred to provide a substitute and retain some measure of 
political peace and harmony with the powerful railroad brotherhoods. 
But I am introducing this paragraph only for the record; hence I shall 
revert to my main thesis. 

Counsel for the plaintiff in the Apex case has little ground for com- 
plaining that the Third Circuit Court of Appeals reversed the very sub- 
stantial judgment against the defendants. In my opinion he should have 
looked for and introduced evidence indicating that the Full Fashioned 
Hosiery Workers were out to unionize the entire industry, not only to 
achieve greater bargaining power but also to subserve organized labor’s 


13 As to the Supreme Court’s lack of enthusiasm about relying upon this type of restraint 


on interstate commerce, see its language in Levering & Garrigues v. Morrin, 289 U.S. 103, 107 
(1933); note 19 infra. 


*4 Aeolian Co. v. Fischer, 40 F. (2d) 189 (C.C.A. 2d 1930). 
*5 Local 167, Int’l Brotherhood of Teamsters v. United States, 291 U.S. 293 (1934). 
*6 Anderson v. Shipowners Ass’n of the Pacific Coast, 272 U.S. 359 (1926). 
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main economic objective—the elimination of competition from nonunion 
made hosiery in national markets. I feel sure that such a motive was 
present and, although I do not know that counsel could have obtained 
proof of it, I feel reasonably certain that he might have put something in 
the record on this point. 

But now another consideration obtrudes itself into the discussion. The 
Supreme Court’s position which I have been discussing was evolved in the 
nineteen-twenties, before the political and social changes of the succeeding 
decade had occurred. What difference does the Wagner Act make in the 
Court’s position toward the coercive activities of organized labor? Under 
this new statute the unions may now bargain for and achieve the single 
or universal closed shop as a matter of right. If it can be shown that they 
do this partly in order to eliminate the competition of nonunion made 
goods from national markets, will their bargaining efforts and resulting 
collective agreements, if any, be illegal restraints under the Sherman Act? 
Obviously they will not be. Such a result would be so at variance with the 
clear policies of the Wagner Act that a court so deciding would appear 
ludicrous. Besides, it would be too easy for the Supreme Court to say that 
restraints of this kind so effected were “merely incidental” to the main 
objective sought for under the Wagner Act—the perfection of collective 
bargaining power. 

But does this mean that the Wagner Act has done away with the sanc- 
tions of the Sherman Act against coercive self help organizational activi- 
ties on the part of unions, such as occurred in the Apex case? The answer 
is plainly, most certainly not. Nothing in the Wagner Act was intended to 
encourage or to permit toleration of continued violent coercive activities. 
In fact, the statute was obviously designed to do away with coercive union 
activities altogether, although in Section 13" it left a loophole for self help 
bargaining pressure against recalcitrant employers. And many believe 
that since the Wagner Act or any other statute cannot completely obviate 
the necessity for union labor’s occasional recourse to self help methods in 
collective bargaining, we should not, in a world so riddled with opposing 
interests, entertain this ideal commonly imputed to these new labor rela- 
tions laws. But even these people would no doubt admit that the Sher- 
man Act still remains as a sanction to control union coercive organizational 
activities which restrain interstate commerce. And if this is so, I should 


suppose that the position taken by the Supreme Court in the nineteen- 
twenties is still current. 


*? This section reads: “Nothing in this Act shall be construed so as to interfere with or 
impede or diminish in any way the right to strike.” 
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This position is, in brief, that labor unions may not coerce employers 
to accede to union demands by striking at their interstate trade or in 
order to do away with their interstate sales and shipments of nonunion 
made goods. As I intimated above, however, closed shop agreements se- 
cured by collective bargaining which is lawful under the Wagner Act may 
have the effect of keeping nonunion made goods from interstate com- 
merce. Indeed, the policy of the act contemplates the complete unioniza- 
tion of industries supplying national markets and, hence, the complete 
elimination of the production of nonunion made goods. And I think it is 
now idle to suppose, merely because labor unions deliberately intend to 
bring this situation about by lawful collective bargaining, that such a 
result is illegal under the Sherman Act. But I think that the Sherman 
Act was designed to prevent the concentration of too much power in one 
centrally controlled business group or combination. Its policies, no doubt, 
rest somewhat on the common experience that exclusive power of a group 
over certain social activities creates an irresistible temptation to abuse 
the power. 

Certainly trade unionism is a business enterprise designed purely and 
simply to advance the economic interests of its adherents. Why the union 
leaders should expect to be immune from the regulatory controls of the 
Sherman Act in their business dealings with industry is beyond my under- 
standing. When they claim such activities to lie beyond these controls, I 
suppose that they are quite humanly trying to get away with all they can 
for themselves and their constituents. But surely they must not expect 
disinterested citizens, even those who enter the lists on the union side in 
the struggle for advancement of union organization and the principle of 
collective bargaining, to support their claims which are so patently inimi- 
cal to the policies deemed wise for the control of monopolistic practices of 
business in general. For if union labor is to have the power which Congress 
in the Wagner Act intended it to acquire, then it must study to use this 
power in the business world as responsibly as any other big business must. 

In United States v. Brims" it appeared that the building contractors, 
woodwork shops and the carpenters’ union in the Chicago area entered 
into a three party contract whereby the contractors agreed to employ 
only union carpenters and to use only union made wood trim in their 
building operations, the woodwork mills agreed to employ only union 
carpenters, and the carpenters’ union agreed to work only on union made 
wood trim in construction of buildings. The result, one which appears to 
have been intended, was the complete stoppage of shipments of wood trim 


8 272 U.S. 549 (1926). 
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into Chicago from the nonunion mills of lower Illinois, Wisconsin and 
Indiana. The government sought and secured the dissolution of this 
agreement and the conspiracy carried on thereunder as contrary to the 
policies of the Sherman Act. If this situation were to recur tomorrow, 
there is absolutely no reason to suppose that the intervening passage of 
the Wagner Act would in any way prevent a repetition of the Supreme 
Court’s decision in the Brims case. The only difference at all which the 
Wagner Act has made would be to legalize organizational campaigns, 
carried on by the federated carpenters’ unions in order to unionize the out 
of town and out of state nonunion woodworking mills, the products of 
which have been competing with the local union mills. Successful cam- 
paigns of this sort, even if specifically intended to eliminate nonunion 
competition from out of state mills, would be legitimate under the federal 
laws. But this would be so, in my opinion at least, only if such campaigns 
pursuant to such intention were conducted without coercive self help and 
subject to the provisions of the Wagner Act under which the employees 
in the out of state mills would in official representation proceedings have 
the last word in deciding whether or not to affiliate with the federated 
union. Naturally, it goes without saying that the Sherman Act should 
apply to direct action such as interfering with specific shipments of out of 
state nonunion made materials sent into the Chicago market."® 

One occasionally hears that the Norris-La Guardia anti-injunction act 


has drastically modified, if not completely eliminated, the application of 
the Sherman Act to the activities of labor unions. But it seems fairly 
obvious that the Norris-La Guardia Act was designed merely to prevent 
the real danger to civil rights arising from the abuse of the injunctive 
remedy. Naturally its provisions apply as much to the injunctive remedy 
sought under the Sherman Act either privately or at the instance of the 


*9In the former report of the Apex case, when it was before the Third Circuit Court of 
Appeals on the request for an injunction, appears the following paragraph: “There was also 
in the factory on the day of this calamitous advent of Leader and his followers finished mer- 
chandise for the spring trade worth about $600,000 ready to be sent out on order into the 
‘stream’ of interstate commerce. The plaintiff earnestly pleaded with Leader to permit it to 
ship this merchandise to the purchasers, but he has refused to permit a single piece to be 
moved.” Apex Hosiery Co. v. Leader, go F. (2d) 155 (C.C.A. 3d 1937). 

In the latest report (Apex Hosiery Co. v. Leader, C.C.H. Lab. Law Serv. § 18482 (C.C.A. 
3d 1939)) the court similarly adverts to the refusal of Leader and his group to allow shipment of 
the stock on hand. Yet nothing was further said about this item in the court’s opinion as con- 
stituting an illegal restraint on commerce, and no mention at all of this item appears in the 
lengthy charge to the jury by the district court. See C.C.H. Lab. Law Serv.§ 18336 (D.C. Pa. 
1939). The inference, I suppose, is that the court either did not regard this question of ship- 
ment of goods as a restraint on commerce, or, if it did, chose not to regard it as a direct re- 
straint or, perhaps, felt that it had not been properly called to the attention of the jury. 
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Attorney General against the coercive activities of labor unions.*® But I 
think it is a mistake to assume that a law which makes a particular 
activity non-enjoinable therefore, by implication, also renders it generally 
lawful for all purposes when it had previously been considered illegal.* I 
am, of course, aware of the fact that aside from activities contrary to the 
provisions of specific statutes or involving violence, the practical effect of 
anti-injunction laws, particularly with respect to picketing, has been gen- 
erally to legalize the coercive economic devices used by organized labor. 
This result was, perhaps, inevitable where the injunction was the only 
practicable remedy against the conduct in question. 

But it is hard to see how the criminal and the civil action-for-triple- 
damages sanctions of the Sherman Act have been affected. The ordinary 
process observed in criminal and tort cases alone furnishes the guaranty of 
a fair hearing formerly absent in suits for injunctions against labor unions. 
Obviously there is no reason for concluding that these additional sanc- 
tions of the Sherman Act are no longer available as against the coercive 
activities of labor unions. Furthermore, it seems equally apparent that 
even the injunctive remedy, either at the instance of the Attorney General 
or of private litigants, still remains available as a device, under the Sher- 
man Act to control the bargaining and other business activities of labor 
unions. For the Norris-La Guardia Act applies only in cases of “labor 
disputes”; and by no stretch of the imagination could ordinary trade 
agreements or the sort of arrangement under fire in the Brims case be 
regarded as labor disputes. For another instance, it seems clear to me that 
the labor union tie-up in the current Borden™ case is equally subject to 
injunctive prohibition in spite of the Norris-La Guardia Act. 

Before I close this discussion, I should like to comment on at least one 
statement of the Third Circuit Court of Appeals, as presently constituted, 
made in the most recent chapter of the Apex case. This was part of its 
comment on the effect of an alleged expanded notion of “interstate com- 
merce’’ in the Wagner Act and in decisions under it. Apparently counsel 
for the plaintiff had urged the court to recognize as a “restraint” of inter- 
state commerce such conduct as it would concede to “affect” interstate 
commerce in litigation arising under the Wagner Act. But the court re- 

2° It is noteworthy, however, that the Third Circuit Court of Appeals as formerly constituted 
apparently felt otherwise in the first Apex case. go F. (2d) 155 (C.C.A. 3d 1937). 


* This is acknowledged by the writer of the lengthy comment entitled Labor and the Sher- 
man Act, 49 Yale L.J. 518 (1940). On page 529 he concludes his remarks on this matter by 
saying: ‘“The Norris-La Guardia Act deals only with the procedure of the federal courts, not 
with substantive law.” 


= United States v. Borden, 60 S. Ct. 182 (1939). 
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fused to do so; and it would be very difficult, indeed, to take issue with its 
position in this respect. We are, of course, not to rely merely upon the 
distinction between the words “restrain” and “affect” as they appear in 
the Sherman and Wagner Acts, respectively. But we must recognize the 
difference between the purposes of the two acts. The former is to prevent 
certain kinds of restraints on interstate commerce as the Supreme Court 
has come to define such restraints; the latter is to remove even those 
restraints on interstate commerce which are caused by the self help coer- 
cive activities of labor unions but which the Supreme Court has repeatedly 
held could not be included within the established conception of illegal 
restraints under the Sherman Act. If I may be more explicit, in every case 
under the Sherman Act involving the coercive activities of labor unions 
the Supreme Court has frankly admitted that interstate commerce was 
restrained; but in several of them it has declared that the restraints in 
question were not illegal restraints under that statute. In the Court’s 
opinion, it was apparently not the purpose of Congress in that law to 
condemn what the court termed these “indirect” or “incidental’’ re- 
straints. But these are the very restraints which the Wagner Act was in- 
tended to obviate. The current notion that the Supreme Court has devel- 
oped two different concepts of interstate commerce under these two 
statutes is, in my opinion, erroneous, for it seems amply clear that it still 
adheres to the same old “transportational” concept. 

Whatever happens eventually in the Apex case, it seems fairly certain 
that the place of the Sherman Act is still prominent as an expression of 
governmental policy concerning and as a device for the regulation of the 
activities of organized labor unions. It is only unfortunate that this stat- 
ute is so vague that it is really little more than a blanket exhortation by 
Congress to those concerned to prevent the concentration in the hands of 
any group of too much power over national business and industry. Truly, 
it puts a premium on free enterprise to discover by practical ventures how 
much power any group may assume and retain. It certainly contains no 
guiding rules for labor leaders “‘on the make”’; and they will probably have 
to learn what the limits are by the wasteful but democratic method of 
trial and error with the Supreme Court as the teacher. 
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NOTES 


THIRD-PARTY PRACTICE UNDER THE FEDERAL RULES 
OF CIVIL PROCEDURE 


Third-party practice, embodied in Rule 14 of the Federal Rules of Civil 
Procedure,? represents an attempt to curtail multiplicity of actions by provid- 
ing: 

....+A defendant may move... . for leave as a third-party plaintiff to serve a 
summons and complaint upon a person not a party to the action who is or may be 
liable to him or to the plaintiff for all or part of the plaintiff’s claim against him. If 
the motion is granted, .... the person so served, .... called the third-party de- 
fendant, shall make his defenses as provided in Rule 12 and his counterclaims and 
cross-claims against the plaintiff as provided in Rule 13. The third-party defendant 
may assert any defenses which the third-party plaintiff has to the plaintiff’s claim. 
The third-party defendant is bound by the adjudication of the third-party plaintiff’s 

* For more general discussions of third-party practice see Cohen, Impleader: Enforcement 
of the Defendants’ Rights against Third Parties, 33 Col. L. Rev. 1147 (1933); Bennett, Bring- 
ing in Third Parties by the Defendant, 19 Minn. L. Rev. 163 (1935); Poteat, Third Party 
Practice under the New Rules, 25 A.B.A.J. 858 (1939); Third-Party Practice, 70 Sol. J. 406 
(1926). 

* 28 U.S.C.A. following § 723 (c) (Supp. 1939). 
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liability to the plaintiff. The plaintiff may amend his pleadings to assert against 
the third-party defendant any claim which the plaintiff might have asserted against 
the third-party defendant had he been joined originally as a defendant 

When a counterclaim is asserted against a plaintiff, he may cause a third party to 
be brought in under circumstances which under this rule would entitle a defendant 
to do so. 


Although third-party practice has been used in English courts as early as 
18733 and in American admiralty since 1883,4 only a few American jurisdictions 
have adopted this device.’ This practice is new to the federal courts except in 
those jurisdictions in which it was applied pursuant to the Conformity Act.° 

While the problems raised by Rule 14 are varied, most of them involve the 
question whether there is one suit with three parties or two suits: one between 
the plaintiff and the defendant, the other between the third-party plaintiff 
and the third-party defendant. Subsequent discussion will elaborate this point. 
Among the problems raised by Rule 14 are: 

1. What constitutes the plaintiff’s claim for which the third-party defendant 
must be liable under the terms of Rule 14? Third-party practice has been re- 
stricted in some states, notably New York and Pennsylvania, by narrow inter- 
pretations of such phrases as “claim” and “cause of action.’”” 

2. Is an independent ground of jurisdiction a prerequisite to bringing in a 
third party? Thus, assume that A, a citizen of Illinois, sues B, a citizen of 
Indiana. May B bring in C, also a citizen of Indiana (or of Illinois)? There is 


3 Supreme Court of Judicature Act, 1873, 36 & 37 Vict. c. 66, § 24 (3); Supreme Court of 
Judicature Act, 1925, 15 & 16 Geo. V, c. 49, § 39 (1925). For the modern procedure, see 
Annual Practice, Order 16A, Rules 1-13 (1939). The history of the English practice is traced 
in Cohen, op. cit. supra note 1, at 1169. 


4In The Hudson, 15 Fed. 162 (D.C. N.Y. 1883), the defendant was allowed to bring in a 
ship which it alleged was jointly responsible with it for the claim sued upon. The practice won 
almost immediately acceptance and was incorporated into admiralty as Rule 59 (1883). Cf. 
the present more liberal admiralty Rule 56, 28 U.S.C.A. following § 723 (1928). 


5 Ark. Civ. Code (Crawford, 1937) § 108; La. Civ. Code Ann. (Dart, 1932) art. 378-88; 
N.Y. Civil Practice Act § 193, (2)-(4); Pa. Rules of Civ. Proc. Nos. 2251-8, 332 Pa. cxxiii 
(1938), superseding the Sci. Fa. Act (Pa. Stat. Ann. (Purdon, 1931) tit. 12, § 141); Wis. Stat. 
(1937) §§ 260.19, 260.20. The practice has been developed in Texas through judicial decision, 
Lottman v. Cuilla, 288 S.W. 123 (Tex. Com’n of App. 1926). 

It seems that § 25 of the Illinois Civil Practice Act (Ill. Rev. Stat. c. 110, § 149 (1939)) 
was not intended to provide for third-party practice, but Rules 28-44 of the Municipal Court 
of Chicago do provide for such procedure. Doubt has been expressed as to their validity since 
there was no statutory authorization for them. See Gregory, Third Party Practice under the 
Illinois Practice Act and the Chicago Municipal Court Rules, 1 Univ. Chi. L. Rev. 536, 
541 (1934). In Inner Group Financing Corp. v. Halsted Exchange Nat’! Bank, 287 IIl. 
App. 352, 4 N.E. (2d) 905, and in Jones v. Harris Trust & Savings Bank, 282 Ill. App. 131 
(1935), however, judgments were rendered in accordance with the Municipal Court rules 
without their validity being mentioned. 

® Rev. Stat. § 914 (1875), 28 U.S.C.A. § 724 (1928). 

7 See notes 10 and 2s infra. 
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diversity of citizenship, a constitutional ground for jurisdiction,* between A 
and B, but there is no diversity between B and C (or between A and C). 

3. May a third party insist upon the fulfilment of the venue requirement of 
an original action against him? 

4. Ought process directed to third-party defendants be extended to run 
throughout the United States so that third-party actions, like interpleader 
suits,® will not be restricted by the present limits on federal process? 


I. WHAT CONSTITUTES THE PLAINTIFF’S CLAIM 


Since Rule 14 provides that the defendant may move for leave to bring 
into the action one liable “‘to him or to the plaintiff for all or part of the plain- 
tiff’s claim*® against him,” the meaning which the courts give to the words 
“the plaintiff’s claim against him [the defendant]”’ will have an important effect 
on the availability of the rule. It may be argued that a defendant will not be 
able to bring into the action one who he alleges is solely liable to the plaintiff 
for the reason that in such case the third-party defendant is liable not for “the 
plaintiff’s claim against the defendant,” but for a separate claim of the plain- 
tiff’s. Thus, a defendant sued for injuries caused by his negligence while driving 
might not be allowed to bring in the driver of another automobile involved in 
the accident, if he alleged that the other was solely liable. Further, it is doubt- 
ful whether a person alleged to be liable for only a part of the plaintiff’s claim 
may be brought in when his liability rests on a different tort or separate con- 
tract from that on which the liability of the original defendant rests." The 
suggested inapplicability of third-party practice to most cases where the third 
party is alleged to be directly liable, particularly if he is alleged to be solely 
liable, is further emphasized when it is realized that in few situations of this 
type is the defendant aided in presenting his defense by bringing in a party 
who, he alleges, is directly liable to the plaintiff. 

One case, however, which appears to be clearly within the terms of the rule 
is that where a defendant sued in tort seeks to bring in a joint tortfeasor alleging 
his joint and several liability. Here there seems to be a closer identity of claim. 


* U.S. Const. art. 3, § 2 (1). 

% 49 Stat. 1096 (1936), 28 U.S.C.A. § 41 (26) (Supp. 1939). 

1° In Pennsylvania the third-party defendant must be liable for the “‘cause of action de- 
clared upon,” Pa. Rules of Civ. Proc. No. 252, 332 Pa. cxxiii (1939); in New York, for the 
“claim made against such party,’’ N.Y. Civil Practice Act § 193 (2). Third-party practice 
in these jurisdictions has been much restricted by narrow interpretations of such phrases. In 
Jones v. Wohlgemuth, 313 Pa. 388, 169 Atl. 738 (1934), the court held that a third party liable 
over in assumpsit could not be brought in when the plaintiff’s claim was in tort. Cf. Nichols v. 
Clark, Mac Mullen & Riley; Inc., 261 N.Y. 118, 184 N.E. 729 (1933), discussed p. 364 infra. 
For the English development, see Cohen op. cit. supra note 1, at 1171-76. 

™ The few cases in point have allowed a defendent to bring in a party alleged to be solely 
liable, Bossard v. McGwinn, 27 F. Supp. 412 (Pa. 1939); Crum v. Appalachian Electric Power 
Co., 27 F. Supp. 138 (W. Va. 1939); Satink v. Holland Tp., 28 F. Supp. 67 (N.J. 1939); 
Kravas v. Great Atlantic & Pacific Tea Co., 28 F. Supp. 66 (Pa. 1939). 
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In those states where contribution among joint tortfeasors is not permitted, 
the third-party defendant may object that if he is brought in, the rule against 
contribution will be altered. In answer to this argument it should be pointed 
out that the defendant, by alleging direct liability is not seeking contribution 
strictly; he is merely seeking to encourage the plaintiff to recover a portion of 
the loss from the third party. It is submitted that to the rule against contribu- 
tion, which has been severely criticized,” the courts should not add a rule 
prohibiting a defendant from attempting to obtain some apportioning of the 
liability. 

Another objection to bringing in tortfeasors jointly and severally liable is 
advanced by Moore. He suggests that “strictly C. D. [the original defendant] 
cannot show that E. F. [the third-party defendant] is liable for plaintiff’s 
several, not joint claim against C. D. It is true that E. F. is liable to the same 
extent as C. D., but that is because of a claim which plaintiff has, and which 
he does not assert against E. F.’’*3 But if Moore’s objection is valid, it seems 
to follow that when, under similar circumstances, two defendants are sued, 
they can bring in one jointly and severally liable with them, on the theory that 
a joint claim is asserted. 

Perhaps the third-party situation most clearly covered by the rule is that 
where a defendant sued in tort seeks to bring in his insurer in a state where, by 
statute, an injured party may sue the insurance company directly," for here 
the insurer is liable “‘to the plaintiff .... for... . the plaintiff’s claim against 
him [defendant].” It may have been to provide for just this situation that the 
italicized words were inserted, for without them Rule 14 would permit im- 
pleader only in cases where the third party is alleged to be “liable over” to the 
defendant. Or perhaps the simple explanation for the inclusion of these words 
is that they were copied, without serious question as to applicability, from Admi- 
ralty Rule 56. That rule provides: “‘. . . . the respondent . . . . shall be entitled 
to bring in any .... person ....whomay be... . liable either to the libellant 
or to such . . . . respondent 

It seems, however, more in keeping with the spirit of the rules to hold that 
the third-party defendant is liable for the plaintiff’s claim if the defendant might 
reduce his liability by proving his allegations against the third-party defendant. 

12 See Gregory, Legislative Loss Distribution in Negligence Actions, 1 (1936); Leflar, Con- 
tribution and Indemnity between Tortfeasors, 81.U. of Pa. L. Rev. 130, 131 (1932); Uniform 


Contribution among Tortfeasors Act (§ 7 of the act, providing for third-party practice, 
follows the phraseology of Federal Rule 14.) 


13 1 Moore, Federal Practice 742 (1938). 

*4 See Richards, Law of Insurance §§ 504-6 (4th ed. 1932). 

*s This view is advanced by Charles O. Gregory, Associate Professor of Law, University 
of Chicago Law School. The suggestion that the phrase ‘‘to the plaintiff” should be included 
in Rule 14 first appears in a letter by Fitz-Henry Smith, Jr. to Edgar B. Tolman dated August 
6, 1936. In support of his suggestion Smith cites the similar phraseology of Admiralty Rule 56. 
The words were incorporated in the April, 1937, draft. 
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Since, however, the right to bring in a third party is not absolute upon qualifying 
under the terms of the rule,”* the court should also consider whether a defendant 
will be aided in presenting his defense or relieved of possible hardship by bring- 
ing in a party alleged to be directly liable. Normally, a defendant will be able 
to present his defenses equally well without the presence of a party who he 
alleges is liable for the claim sued upon. Assuming, however, that the third- 
party defendant is added, if the plaintiff does not amend, the third party should 
move to be dismissed from the action, for no one is claiming relief from him. If, 
despite plaintiff’s failure to amend, the third party is not dismissed, and is found 
by a special verdict to be solely liable for the plaintiff’s claim, the plaintiff 
should not be able to recover a judgment against him since the third party 
would have had no reason to present his defenses. The plaintiff, however, may 
be estopped by the verdict from suing him in a separate action."’ 

A recent case, Crim v. Lumberman’s Insurance Co.,"* indicates a different 
approach to the question of what constitutes the plaintiff’s claim. An automobile 
liability insurance company was sued on an oral contract of settlement after the 
Statute of Limitations had run on the claim against the insured. It alleged that it 
was not liable for the plaintiff’s claim since it had made no oral contract, but 
that the plaintiff’s lawyer was solely liable to him for failing to bring suit against 
the insured within the statutory period. In allowing the third party to be intro- 
duced the court adopted a joinder test—whether the plaintiff could have joined 
the third-party defendant and the defendant originally, according to the rules 
for joinder.'® The court apparently relied on the clause in Rule 14 which allows 
the plaintiff to amend in order to assert against the third-party defendant any 
claims he might have asserted originally. It is submitted that this sentence was 
intended to confer a privilege on the plaintiff and was not intended as a test by 
which to determine whether a third party could be brought in. It is difficult to 
see how any question to be litigated in the main action could involve the at- 
torney. Even assuming that from the accident only one claim accrued to the 
plaintiff which he may assert against the lawyer, the insured, and the insurer, 
still the attorney’s presence will not aid the insurer in freeing itself from liabil- 
ity. The result in this case illustrates the advisability of requiring the de- 
fendant to show that the presence of the third party will assist him in freeing 
himself from liability. It is important that third-party practice, a valuable pro- 
cedural device, be not permitted to degenerate into just another tool employed 
by defendants to delay and complicate the action.”* 


*6 Federal Rule 14 gives a conditional right only: “‘. . . . the defendant may move for leave 
to bring into the action ad 

7 Cf. compulsory counterclaims under Rule 13(a). 

8 26 F. Supp. 715 (D.C. 1939). 9 Federal Rules 19 and 20. 


*° This seems to have occurred to some extent in Pennsylvania. See The Pennsylvania 
Supreme Court Rules Regulating Joinder of Additional Defendants by Scire Facias, 13 Temple 
L.Q. 506, 511 (1938). 
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When liability over is sought, the problem of identity of claim appears in a 
different light. Here in one sense there can never be an absolute identity of 
claim between the plaintiff and the third-party plaintiff since the latter must 
always allege and prove at least one additional fact in addition to those alleged 
by the plaintiff, viz., the ground on which the third party is liable over. From 
this fact and from the words of the rule, “liable to him [the defendant] . . . . for 
the plaintiff’s claim . . . .” it may be argued that in this situation no identity of 
claim was deemed necessary. The apparent ease of application of the rule is il- 
lusory when the widely varying types of cases in which liability over may be 
sought is considered. Thus, where a close similarity of claims exists as, for 
instance, when an insurer is brought in on a liability policy, the case seems to be 
within the ambit of the rule, for the insurance company has contracted to 
indemnify the defendant for precisely the event alleged to have happened.” 
But, when the claims are less related the applicability of the rule is not so clear. 
Because of unrelated character of the issues the court may invoke its discretion 
in denying the right to bring in the third party. Thus, in a recent case,” de- 
fendant, sued on a negligence theory for injuries caused by a stone in nuts cover- 
ing an ice-cream bar, moved to bring in the firm from which it had purchased 
the nuts used in the manufacture of the bars, alleging that it was liable over on 
an implied warranty of fitness. It should be noticed that the issue in the first 
case is whether at some point in the manufacture a stone was allowed to get 
into the nuts, while the issue in the supplementary suit is whether stones were 
in the nuts when purchased. Although a motion to dismiss the third-party com- 
plaint on the ground that it failed to state a claim on which relief could be 
granted was dismissed, still if the motion had been based on the dissimilarity of 
issues, the court might have dismissed the third-party complaint or ordered a 
separate trial under Rule 42(b). Or suppose that the defendant sought to re- 
cover for breach of warranty not only on the nuts sold to the plaintiff, but also 
on other quantities purchased at the same time. The third-party defendant may 
argue that the plaintiff’s claim for which the third-party defendant must be 
liable by the terms of Rule 14 is for, and can only be for, nuts which the plaintiff 
has purchased, so that recovery for warranties on any other purchase of nuts 
is improper. 

Again, the plaintiff’s claim may be predicated on two theories although the 
third-party defendant will be liable only if a certain one is proved. Thus, in a 
New York case,” an engineering firm was sued for negligently recommending a 
defective insulating material and for its negligent installation. The court held 

* But courts are loath to allow insurance companies to be impleaded because of the known 


prejudice of jurors against them, Jacobs v. Pellegrino, 154 Misc. 651, 277 N.Y. Supp. 654 
(1935); Gowar v. Hales, [1928] 1 K.B. 191 (C.A.). 


22 Saunders v. Goldstein, 30 F. Supp. 150 (D.D.C. 1939); cf. William v. Flagg Storage Ware- 
house Co., 128 Misc. 566, 220 N.Y. Supp. 124 (1927), aff’d 221 App. Div. 788, 223 N.Y. Supp. 
925 (1927). 


*3 Nichols v. Clark, MacMullen & Riley, Inc., 261 N.Y. 118, 184 N.E. 729 (1933). 








= rm TF EE Ol Oe 


neo. Y 


NOTES 365 


that the defendant could not bring in the manufacturer of the insulation since 
the “causes of action” were not the same: judgment might be entered for the 
plaintiff because of the defendant’s negligent work, a basis of recovery for 
which the third-party defendant would not be liable over. Since, as shown 
above, there can never be strict identity of claim where liability over is asserted, 
it is submitted that whether a third party “liable over” may be brought in 
under the terms of Rule 14 should be decided by ascertaining whether there is 
a similarity of facts and issues to be decided** between the plaintiff and the 
defendant on the one hand and the defendant and third-party defendant on the 
other.*s Even though the terms of the rule are satisfied, however, the court still 
should not allow a third party to be brought in if by so doing the action will 
become unnecessarily complex or if the plaintiff will be unduly delayed. 


II, JURISDICTION 


The early case of Strawbridge v. Curtiss*® established the principle, often 
qualified but never overruled, that where federal jurisdiction is based on diver- 
sity of citizenship,”” there must be diversity between all the plaintiffs and all 
the defendants.** This rule becomes important when it is impossible to show 
diversity between the third party and one or both of the original parties. Rule 
14 contains no express requirement of independent federal jurisdiction, nor 
does Official Form 229 require its allegation. In view of the express provisions 
of Rule 13(h) on counterclaims and cross-claims, permitting the addition of new 
parties only on condition of the court’s securing jurisdiction over them, it can 
be argued that independent jurisdictional grounds were deemed unnecessary 


24 The third-party defendant must be liable over to the party who seeks to bring him in. 
It is not sufficient that he be liable over to another defendant, Tullgren v. Jasper, 27 F. Supp. 
413 (Md. 1939). 


*s The Pennsylvania Scire Facias Act as amended in 1937 (Pa. Stat. Ann. (Purdon, 1938), 
§ 141) allowed a third-party defendant to be brought in provided he was liable “‘for the cause 
of action declared upon or because any question or issue, relating to . . . . the subject matter 
of the litigation is substantially the same as a question or issue arising between the plaintiff 
and the defendant. .... ” But the new Pennsylvania Rules of Civil Proc. No. 2252, 332 
Pa. cxxiii (1939) omits the ‘‘question or issue” phrase. The 1937 amendment was copied from 
the English rule, Annual Practice Order 16A, Rule 1(c) (1939). 

26 3 Cranch (U.S.) 267 (1808). 

27 This article is confined to diversity problems, but questions similar to those here dis- 
cussed arise when jurisdiction over the original defendant rests on some other ground enumer- 
ated in Article 3, Section 2 (1) of the Constitution, while the nature of the third party’s lia- 
bility is such that he could not have been sued in the federal courts. See, for example, Willing 
v. Pennsylvania Co., 16 F. Supp. 953 (Pa. 1936). 

28 On the scope of federal jurisdiction generally, see Schulman and Jaegerman, Some Juris- 
dictional Limitations on Federal Procedure, 45 Yale L.J. 393 (1936). The historic background 
of diversity jurisdiction is traced by Friendly, The Historic Basis of Diversity Jurisdiction, 
41 Harv. L. Rev. 483 (1928). See also Third Party Practice and Diversity Jurisdiction: A 
Conflict, 53 Harv. L. Rev. 449 (1940). 


29 Form 22 is to be used for motions to bring in third-party defendants. 
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in third-party practice. An analysis of the two situations corroborates this 
argument. Under Rule 14 the third-party defendant must be liable for the 
plaintiff’s claim. Hence, it may be said, only one claim is involved and any 
issues litigated with the third-party defendant are merely ancillary to the main 
suit. But a counterclaim is a different claim from the plaintiff’s and, hence, so 
far as third parties are concerned, independent jurisdictional grounds are 
necessary. None of the members of the Advisory Committee who have ex- 
pressed themselves have made this distinction, however. In fact, several have 
stated that independent jurisdictional grounds would be required in actions 
under Rule 14.*° 

Litigants may suggest that in finding jurisdiction, cases where the third-party 
plaintiff alleges that the third-party defendant is directly liable to the plaintiff 
should be distinguished from those in which reimbursement is sought, on the 
theory that in the former instance there is but one action, while in the latter 
there are two: the original suit between the plaintiff and the defendant, and an 
ancillary one between the defendant and the third-party defendant. Hence, one 
may say, the test of jurisdiction when direct liability is alleged should be 
whether the plaintiff, A, might have joined the third-party defendant, C, as a 
co-defendant,** while if the claim is for reimbursement the test should be 
whether there is diversity (or other federal basis for jurisdiction) between the 
third-party plaintiff, B, and C.* It follows that if B claims C is directly liable 
with him, C cannot be brought in when he is a citizen of the plaintiff’s state 


3° Mr. Mitchell was of the opinion that when liability over was alleged, a defendant could 
not bring in a citizen of his own state, Amer. Bar Ass’n, Institute on Federal Rules, Wash- 
ington, D.C., 1938, at 340 (1939). See also Dean (now Judge) Clark’s remarks, ibid., at 60. 
Note the following remarks of Major Tolman: 

“Mr. Chandler. Suppose a party whom the defendant attempts to bring into court happens 
to be a resident of the same state in which the plaintiff resides, what about the question of 
diversity? 

Mr. Tolman. He cannot be brought in 

Mr. Robinson. He cannot be brought in unless he could have been originally sued? 

Mr. Tolman. That is it ....,’’ H. R. Hearings on the Rules of Civil Procedure and on 
H. R. 8892, 75th Cong. 3d Sess., at 105 (1938). 


3 This was the test in Osthaus v. Button, 70 F. (2d) 392 (C.C.A. 3d 1934), where de- 
fendant who alleged that the third-party defendant was directly liable was not allowed to 
bring in a co-citizen of the plaintiff. But see Fisher v. Yellow Cab Co., 16 Pa. Dist. & Co. 251 
(U.S. D.C. Pa. 1931) and Willing v. Pennsylvania Co., 16 F. (2d) 953 (D.C. Pa. 1936). The 
Osthaus case throws considerable doubt on the recent district court decisions sustaining juris- 
diction in similar cases (see cases cited note 48 infra). 


32 In Sperry v. Keeler Transportation Co., 28 F. (2d) 897 (D.C. N.Y. 1928), and in Wilson 
v. United American Lines, Inc., 21 F. (2d) 872 (D.C. N.Y. 1927), a defendant was not allowed 
to bring in a citizen of his own state where liability over was alleged. Franklin v. Meredith Co., 
64 F. (2d) 109 (C.C.A. 2d 1927), and Lowery v. Nat’! City Bank of New York, 28 F. (2d) 895 
(D.C. N.Y. 1928), where third parties were allowed to be brought in to obtain reimbursement, 
are distinguishable on the ground that in the latter cases the co-citizenship existed between 
the plaintiff and the third-party defendant. 
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since A would have been unable to join him under the rule of Strawbridge v. 
Curtiss. Furthermore, it is difficult to say that the court has an ancillary juris- 
diction over C. Such an argument may be made when liability over is sought 
on the theory that there are two actions, one ancillary to the other, but when 
direct liability is alleged there can be said to be but one action and that cannot 
be ancillary to itself. Jurisdiction may be sustained, however, by analogy to 
those cases holding that after jurisdiction has attached, it is unaffected by the 
intervention of a third person as a party defendant.ss But the rationale for re- 
fusing to allow a third-party defendant to be brought in in this case is that the 
plaintiff should not be allowed to achieve indirectly what he cannot achieve 
directly. Furthermore, as suggested in Part I of this note, the presence of the 
third party will frequently be unnecessary to dispose of the claim asserted 
against the original defendant. 

When liability over is alleged, the need for establishing independent jurisdic- 
tion over the third-party defendant seems obviated by the ancillary character 
of the controversy between the third-party plaintiff and the third-party de- 
fendant. This ancillary character is implicit in the rule. It permits the third- 
party defendant to assert defenses to the plaintiff’s claim, makes the establish- 
ment of the defendant’s liability to the plaintiff a condition precedent to a find- 
ing of the third-party defendant’s liability, and binds the third-party defendant 
by the adjudication in the main action. In fact, so intimate is the connection 
of the third-party defendant to the original controversy and so significant is his 
part in the main suit that there may be said to be but one action with one 
plaintiff and two defendants as to whom there is complete diversity, and of this 
type of action the court admittedly has jurisdiction. Under this view there 
should be no objection to litigating the issues between the co-citizen defend- 
ants, in view of the strong analogy to the old equity practice permitting cross- 
bills between co-citizens provided they were related to the main action.44 The 
objection to this theory is that it would apparently necessitate a showing of 
diversity between the plaintiff and each defendant, a requirement which would 
defeat jurisdiction if the third-party defendant were a citizen of the plaintiff’s 
state. A court anxious to extend its jurisdiction in order to avoid hardship 
would probably overlook the latter difficulty simply by denominating ancillary 
the controversy with the third-party defendant. 

When liability over is asserted, the claim against the third-party defendant 
may also be called ancillary on the ground that his presence is necessary to dis- 
pose completely of the main controversy which is already properly in the federal 
court. In Moore v. New York Cotton Exchange*s the court granted the de- 

33 See cases cited note 36 infra. 

34 Rickey Land & Cattle Co. v. Miller & Lux, 218 U.S. 258 (1910); American Realty Co. v. 
Big Indian Mining Co., 146 Fed. 166 (C.C. Mont. 1906); Morgan’s L. & T. R. & Steamship Co. 


v. Texas Central R. Co., 137 U.S. 171, 189 (1890) (jurisdiction sustained on a cross-bill between 
co-citizens where there was property before the court). 


35 270 U.S. 593 (1926). 
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fendant injunctive relief on a non-federal counterclaim, even though it dis- 
missed the plaintiff’s bill which alleged, with substantial cause, a violation of the 
anti-trust laws. If the basis of the decision is the broad ground that after 
jurisdiction attached the court could grant all relief necessary to dispose of the 
action, then it is arguable that a third party allegedly liable over may be 
brought in to grant the defendant complete relief, just as the defendant in the 
Moore case was granted complete relief on his counterclaim. Of course, it should 
be recognized that the relief given in the Moore case did not extend beyond the 
parties to the original suit, and for this reason the case probably does not 
authorize adding new parties without an independent jurisdictional basis. In 
one sense, however, the third-party case is even stronger for granting the de- 
fendant relief since the plaintiff’s claim has not, by hypothesis, been dismissed. 

The clue to deciding the problem of whether independent jurisdictional 
grounds are necessary when liability over is alleged may appear from interven- 
tion cases which seem to hold that where a party has an absolute right to inter- 
vene no independent jurisdictional basis need be shown between the intervenor 
and the party with whom he has an adverse interest.** While these cases ap- 
parently indicate that complete diversity is not a constitutional requirement, 
it should be pointed out that in the classic instances in which the right is ab- 
solute, namely, when the intervenor claims an interest in the property before 
the court and when the intervenor is inadequately represented in an action 
binding on him,?’ ancillary jurisdiction over the intervenor may be supported 
on the ground that the processes of the court should not be used to perpetrate 
injustice on an absent party. While in actions brought under Rule 14 there is 
no question of hardship to an absent party, the third-party plaintiff may, in 
some cases, be severely prejudiced if the liability of his indemnitor must be 
decided in a separate action since the first judgment may not be binding upon 
the third party. Hence, if possible hardship is an important factor in calling 
an action ancillary, then the results reached in the absolute right of interven- 
tion cases afford a persuasive analogy. If, however, the third-party plaintiff 
is merely convenienced by bringing in the third-party defendant, then those 
cases requiring independent jurisdictional grounds where the right to inter- 
vene is conditional only** seem most suggestive. For generally in such instances 
the would-be intervenor loses nothing if intervention is denied. Furthermore, 


36 Krippendorf v. Hyde, 110 U.S. 276 (1884); Phelps v. Oaks, 117 U.S. 236 (1886). But cf. 
Drumright v. Texas Sugarland Co., 16 F. (2d) 657 (C.C.A. sth 1927). For a full discussion, 
see Moore and Levi, Federal Intervention: II. The Procedure, Status, and Federal Jurisdic- 
tional Requirements, 47 Yale L. J. 898, 926 (1938). 

37 See Moore and Levi, Federal Intervention I. The Right to Intervene and Reorganiza- 
tion, 45 Yale L.J. 565, 581 (1936). Federal Rule 24(a) gives an absolute right under the same 
circumstances. 

38 Fulton Nat’l Bank of Atlanta v. Hozier Intervener, and Smith, 267 U.S. 276 (1925); 


Asher v. Bone, 100 F. (2d) 315 (C.C.A. oth 1938). But cf. Wichita R. Co. v. Public Utility 
Com’n, 260 U.S. 48 (1922). 
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if independent jurisdictional grounds are held unnecessary in actions under 
Rule 14, the third party may often argue that he is being forced into an action 
into which he could not have intervened, for his joinder would have been held 
to oust the court of its jurisdiction. 

Interpleader** furnishes perhaps the strongest argument for holding that 
independent jurisdictional grounds over a third-party defendant are unneces- 
sary. There is authority holding that a stake-holder may, by a strict bill of 
interpleader,** join co-citizen claimants,“ and that by a bill in the nature of a 
bill of interpleader he may join a citizen of his own state and litigate issues with 
him. If jurisdiction over a co-citizen claimant be sustained in order to prevent 
the stake-holder from being held twice liable, then, in actions under Rule 14, 
when liability over is asserted, a like argument may be made. Although the 
defendant does not risk double liability, still if the one liable over to him must 
be sued in a separate action, the question of the original defendant’s liability to 
the original plaintiff frequently will not be res judicata as to the third party. 
This argument will not apply, however, where direct liability of the third-party 
defendant to the original plaintiff is alleged. 

But deciding jurisdictional questions by considering whether direct liability 
or liability over is alleged will cause difficulties. Thus, in Kravas v. Great 
Atlantic and Pacific Tea Co.,* the plaintiff, a citizen of Pennsylvania, sued the 
tea company, a New Jersey corporation, for injuries caused by the defective 
condition of premises leased by it. The defendant was allowed to bring in its 
landlord, also a citizen of Pennsylvania, alleging first, that the lessor was in 
control of that portion of the premises which caused the harm, and second, 
that if the court found that the defendant was in control, the lessor was liable 
over to it by reason of certain covenants in the lease. If jurisdiction over the 
lessor had been sustained on the ground that the allegation of liability over 
created an independent suit the parties to which were of diverse citizenship, 
would the plaintiff be denied recovery if direct liability were proved on the 
ground that no diversity could be shown between the plaintiff and the third- 
party defendant? In the Kravas case the court sustained jurisdiction, basing its 


39 For examples of statutory interpleader see 49 Stat. 1096 (1936), 28 U.S.C.A. § 41 (26) 
(Supp. 1939) and 39 Stat. 541 (1916), 49 U.S.C.A. § 97 (1929) (interpleader by carriers). 

4° A strict bill of interpleader differs from a bill in the nature of bills of interpleader in that 
in the latter the stake-holder has a ground for equitable relief other than possible double 
liability. Thus, he may dispute the extent of his liability to a claimant. See Chafee, The 
Federal Interpleader Act of 1936, 45 Yale L.J. 963, 970, 1161 (1936). 

# Mallers v. Equitable Life Assurance Society, 87 F. (2d) 233 (C.C.A. 7th 1936), cert. den. 
301 U.S. 685 (1937), noted 51 Harv. L. Rev. 168 (1937). On the Interpleader Act of 1936, 
49 Stat. 1096 (1936), 28 U.S.C.A. § 41 (26) (Supp. 1939), see in general Chafee, op. cit. supra 
note 40. 

4 Cramer v. Phoenix Mutual Life Ins. Co., 91 F. (2d) 141 (C.C.A. 8th 1937), cert. den. 302 
U.S. 739 (1938); New York Life Ins. Co. v. Cross, 7 F. Supp. 130 (N.Y. 1934). 

43 28 F. Supp. 66 (Pa. 1939). 
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decision on Bossard v. McGwinn** where the action against the third-party 
defendant was held “ancillary.” Suppose the third-party defendant had been 
a citizen of New Jersey and that direct liability only had been alleged and 
jurisdiction sustained on that ground, but that at the trial the evidence showed 
that the third-party defendant was merely liable to the defendant. It would be 
a waste of the court’s time and the litigant’s money to refuse to permit the 
defendant to amend its pleadings in order to recover. Yet this unfortunate re- 
sult will be necessary on any theory distinguishing between direct liability and 
liability over; otherwise defendants will allege either type of liability which will 
confer jurisdiction and then take advantage of the amendment device, if 
necessary. 

If the above distinctions be disregarded, it may still be argued that the 
court has jurisdiction over parties who could not have been joined originally, 
or whom the defendant could not have sued in the federal courts in a separate 
action. The requirement of complete diversity between plaintiffs and defend- 
ants in actions founded on diversity of citizenship is apparently imposed, not 
by the Constitution, but rather by the courts through a strict interpretation of 
the statute conferring diversity jurisdiction, partly to prevent dockets from 
becoming overburdened, partly to prevent the litigation of suits between co- 
citizens in the federal courts by the addition of nominal parties, and partly to 
avoid expanding federal jurisdiction in order to avoid a renewal of the demand 
for curtailing the federal judiciary. This explanation is supported by the fact 
that while in the analogies discussed above* (counterclaims, cross-claims, inter- 
pleader, and intervention) the courts speak in terms of ancillary jurisdic- 
tion, still in each instance the courts do qualify the rule of Strawbridge v. 
Curtiss. 

As indicated above, analogies are available to sustain federal jurisdiction in 
most third-party cases, but as also indicated no one theory sustains jurisdiction 
in all cases. Therefore, the maximum effect of Rule 14 can be obtained only by 
holding that independent jurisdictional grounds are unnecessary as to third 
parties. While this result was not reached in the cases decided under the Con- 
formity Act either where direct liability” or where liability over’ was alleged, 


44 27 F. Supp. 412 (Pa. 1939). 

45 It is usually stated that there must be admiralty jurisdiction over a third party in order 
to bring him in under Admiralty Rule 56, 28 U.S.C.A. following § 723 (1928), whether direct 
liability is alleged (The Goyaz, 281 Fed. 259 (D.C. N.Y. 1922), aff’d 3 F. (2d) 553 (C.C.A. ad 
1924); Rudy Patrick Seed Co. v. Kokusai Kisen Kabushiki Kaisha, 1 F. Supp. 266 (N.Y. 
1932); Luckenbach S.S. Co. v. Central Argentine Co., 298 Fed. 344 (D.C. N.Y. 1924)) or 
liability over (Aktieselskabet Fido v. Lloyd Braziliero, 283 Fed. 62 (C.C.A. 2d 1922), cert. den. 
260 U.S. 737 (1922); Lamborn & Co. v. Compania Maritimi del Nevrion, 19 F. (2d) 155 (D.C. 
N.Y. 1927)). It is doubtful, however, whether the cases actually go beyond requiring inde- 
pendent federal jurisdiction over the new party. 


46 See note 32 supra. 47 See note 33 supra. 
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still it has been adopted by the district courts in cases decided under the new 
rules.4* 

Unless independent jurisdictional requirements are held to be unnecessary, 
Rule 14 may become practically a nullity, for the requisite diversity is most 
likely to be present when the third-party defendant is a citizen of neither the 
defendant’s nor the plaintiff’s state, yet in these two jurisdictions, where suit 
will generally have to be brought, it will be almost impossible to bring in a third 
party because of improper venue and inability to serve effective process. 


til. VENUE 


In contrast to the jurisdictional difficulties which arise from constitutional 
restrictions, venue problems are wholly statutory. Section 51 of the Judicial 
Code*? provides that ‘“‘where jurisdiction is founded only on the fact that the 
action is between citizens of different States” venue lies in the district of resi- 
dence of either the plaintiff or the defendant,5* but in other cases in the de- 
fendant’s district only. A recent federal decision* held that in an action based 
on diversity of citizenship, a defendant could bring in a co-citizen on the theory 
that no independent jurisdictional grounds need be shown as to the third-party 
defendant since the action against him is ancillary to the main action. But, the 
court added, venue as to the third-party defendant lay in his district only, not 
in the plaintiff’s district where the suit arose, since as to the third-party de- 
fendant the action was not “founded on” diversity of citizenship but on the 
court’s “ancillary jurisdiction.”” Hence, the more liberal venue provisions for 
diversity actions did not apply. 

It is submitted that the court ought not to have considered jurisdiction over 
the third-party defendant as “founded on’’ the court’s “ancillary jurisdiction” 
as opposed to diversity jurisdiction. The scope of federal jurisdiction is deter- 
mined by the Constitution® and cannot be added to by the courts. Whatever 
right the court may have to adjudicate claims against the third-party de- 
fendant is predicated on its jurisdiction over the main action, which rests on 

4 Jurisdiction has been sustained where a co-citizen of the plaintiff was alleged to be 
directly liable to the plaintiff, Bossard v. McGwinn, 27 F. Supp. 412 (Pa. 1939); Crum v. 
Appalachian Electric Power Co., 27 F. Supp. 138 (W. Va. 1939); Satink v. Holland Tp., 28 
F. Supp. 67 (N.J. 1939); Kravas v. Great Atlantic & Pacific Tea Co., 28 F. Supp. 66 (Pa. 
1939). Likewise a co-citizen of the defendant may be brought in where liability over is sought, 
Morrell v. United Air Lines Transport Corp., 29 F. Supp. 757 (N.Y. 1939); Schram v. Roney, 
53 Dept. of Justice Bull. on Fed. Rules 27 (D.C. Mich. 1939); see also Tullgren v. Jasper, 27 
F. Supp. 413 (Md. 1939); Lewis v. United Air Lines Transport Co., 29 F. Supp. 112 (Conn. 
1939). 

49 49 Stat. 1213 (1936), 28 U.S.C.A. § 112 (Supp. 1939). 

5° On construction of this section of Section 51 of the Judicial Code see 7 Univ. Chi. L. Rev. 
397 (1940). 

s Lewis v. United Air Lines Transport Co., 29 F. Supp. 112 (Conn. 1939). 

8 U.S. Const. art. 3, § 2(1). 
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diversity of citizenship; thus, the venue provisions of diversity actions ought to 
apply. The third-party defendant is amply protected by the limits on federal 
process, which generally speaking does not run beyond state lines. The court 
in this case further stated that if it conceded that venue should be determined 
according to the basis of jurisdiction of the main action, still since the suit 
between the plaintiff and the defendant had been removed from a state court, 
jurisdiction was founded on the Removal Statute,’ and not on diversity of 
citizenship. In reply to this reasoning, it should be pointed out that the suit was 
“founded on” the removal statute only in the sense that without the statute 
there would be no right to remove. The phrase “jurisdiction is founded only 
on the fact [of diversity)” as used in Section 51 of the Judicial Code, refers to 
diversity as distinguished from the other grounds enumerated in the Constitu- 
tion. The removal statute is an enabling statute only: it can create no new 
ground of jurisdiction. The issue of proper venue ought not to turn on whether 
the suit had originated in the federal courts or had been removed from a state 
court before the third-party defendant had been brought in. 

Since Section 51 of the Judicial Code provides that venue in diversity actions 
shall be in the plaintiff’s or in the defendant’s district, the question arises 
whether the plaintiff or the third-party plaintiff will be considered “plaintiff” 
for venue purposes. In King v. Shepard, where liability over was sought 
against a Missouri corporation brought into the action by a citizen of Okla- 
homa who was being sued in Arkansas by a citizen of that state, the court held 
that the third-party defendant could successfully raise the objection of im- 
proper venue. The court reasoned that as to the third-party defendant, the 
plaintiff was the third-party plaintiff. Hence, venue lay in Oklahoma or in 
Missouri, but not in Arkansas. The court considered the case as consisting of 
two actions, and hence construed “plaintiff” as used in the statute to mean 
“third-party plaintiff.” But, since as pointed out above in discussing jurisdic- 
tional problems, the third-party defendant may assert defenses to the plain- 
tiff’s claim and since he is bound by the adjudication of the defendant’s liabil- 
ity to the plaintiff,55 it is somewhat artificial to say that there are two actions; 
hence the court could well have decided that the plaintiff as to the third-party 
defendant was the original plaintiff. But if the plaintiff is to be so considered 
and if, as can hardly be denied, the third-party plaintiff also stands in relation 
of plaintiff to the third-party defendant, then the third-party defendant may 
argue that venue is bad under the rule requiring co-plaintiffs who reside in differ- 
ent states to sue in the defendant’s district of residence only.*° This argument 
applies, of course, where the suit is in the third-party plaintiff’s district as well. 
On the other hand, it may be urged with equal force, at least when direct liabil- 
ity is alleged by the third-party plaintiff, that the action looks as if it consisted 


$3 18 Stat. 470 (1875), 28 U.S.C.A. § 71 (1927). 
54 26 F. Supp. 357 (Ark. 1938). 
ss Federal Rule 14. 56 Smith v. Lyon, 133 U.S. 315 (1890). 
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of one plaintiff and two defendants and not as if there were two plaintiffs and 
one defendant. Hence, it seems that when the suit is in the third-party plain- 
tiff’s district, the third-party defendant can object to the venue, for while co- 
defendants who reside in different districts of the same state may be sued in the 
district of residence of either,5’ still co-defendants who reside in different states 
may not be so joined.s* As pointed out above, however, any distinction based 
on whether direct liability or liability over is alleged is difficult to sustain in 
practice, for third-party plaintiffs will allege both types of liability if by so 
doing they can secure venue or jurisdiction. No one theory as to the nature of 
these third-party actions will serve to sustain venue in all cases. 

Since Rule 82 provides that the new rules shall not be construed to extend 
the venue of actions and since it is not the province of the courts to repeal 
legislation, the venue requirements for original actions should not be held un- 
necessary as was done in Morrell v. United Air Lines Transport Co.,5* the facts of 
which were similar to those of the King case. In the Morrell case the court held 
that since there was no necessity for independent jurisdictional grounds over the 
third-party defendant, venue requirements of an independent action need not 
be met. 

The court’s reasoning seems to ignore the different considerations which 
underlie the two requirements. Jurisdictional requirements are imposed on 
federal courts by general provisions of the Constitution in furtherance of a 
policy to maintain a balance between the states and the federal government. 
The venue qualifications, however, are specific statutory provisions intended 
to protect parties sued against hardship and inconvenience. A court, it would 
seem, is sooner justified in expanding the scope of federal jurisdiction to prevent 
the working of individual injustice than it is in serving the convenience of one 
set of litigants (plaintiffs) at the expense of another set (defendants) when to 
do so necessitates controverting an express legislative policy to protect the 
latter group. 

IV. SERVICE OF PROCESS 


Since the process of the federal court does not run beyond state lines® except 
where expressly extended by statute, the effectiveness of Rule 14 will be severely 
impaired unless process is made to run throughout the United States, as in 


57 Rev. Stat. § 740 (1875), 28 U.S.C.A. § 113 (1927). 

s* Camp v. Gress, 250 U.S. 308 (1919). 

% 29 F. Supp. 757 (N.Y. 1939). 

6e Federal Rule 4(f). Under the former practice, process did not run beyond the district, 
Sewchulis v. Lehigh Valley Coal Co., 233 Fed. 422 (C.C.A. 2d 1916); Tauza v. Pennsylvania 
R. Co., 232 Fed. 294 (D.C. N.Y. 1916). Nor did process run from one division to another of 
the same district when the divisions were created by statute, Barfield v. Zenith Tire & Rubber 
Co., 9 F. (2d) 204 (D.C. Ohio 1924). Cf. Standish v. Gold Creek Mining Co., 92 F. (2d) 662 
(C.C.A. oth 1937). The above rules were somewhat relaxed by statute. See, for example, 
Rev. Stat. § 740 (1875), 28 U.S.C.A. § 113 (1927) (defendants who reside in different districts 
of the same state may be sued in the district of residence of either). 
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interpleader actions.* Although the possibility of hardship to the defendant is 
not quite as striking as in interpleader suits, nevertheless, the delay between a 
judgment for the plaintiff and a judgment against one liable over to a defendant 
may prove burdensome. The interests of the third-party defendant could be 
protected by a clause requiring the third-party plaintiff to post a bond for the 
third-party defendant’s costs whenever the latter lived without the state (unless 
his residence was within approximately 150 miles of the court). Security for 
costs is not new in our law and may in fact be required in petitions for tempo- 
rary injunctions under Rule 65 (e).™ 

The need for extension of process is strikingly illustrated in metropolitan 
areas which embrace several states, as, for example, Chicago (Illinois, Michigan 
Wisconsin, and Indiana) and New York (New York, Pennsylvania, New 
Jersey, Maryland, Connecticut, Delaware, and Massachusetts). 


$ 49 Stat. 1096 (1936), 28 U.S.C.A. § 41 (26) (Supp. 1939). 
62 Cf. Alderman v. Whelen Drug Co., 15 Dept. of Justice Bull. on Fed. Rules 28 (D.D.C. 
1939) (court may require a non-resident third-party plaintiff to deposit security for costs). 
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Constitutional Law—Carriers—Power of the Interstate Commerce Commission To 
Impose Dismissal Wage Provisions as a Condition to Approving a Lease—{Federal].— 
Trustees of a railroad in reorganization applied to the Interstate Commerce Commis- 
sion under Section 5(4)(b) of the Interstate Commerce Act* for authority to lease 
another railroad.? The commission found that combined operation of the two lines, 
resulting in elimination of the accounting office of the lessor, would save $100,000 
annually, to be effected by the dismissal of forty-nine employees and the transfer of 
twenty others. Holding that the welfare of employees affected was a matter of public 
interest, the commission authorized the lease on the condition that retained employees 
be compensated for reductions of salary due to lost seniority rights; that dismissed 
employees be paid partial compensation for periods depending upon terms of service; 
and that transferred employees be reimbursed for moving expenses, including losses 
incurred because of forced sale of real estate.4 Cost of compliance was estimated at a 
maximum of $290,000 over a five-year period. In a suit brought by the trustees in dis- 
trict court, the commission’s order as it related to the conditions precedent was set 
aside and an injunction granted.’ On appeal to the Supreme Court by the commission, 
held, the conditions for the protection of employees were reasonable, and promoted the 
public interest by facilitating railroad consolidation; Section 5(4)(b) as construed by 
the commission is not unconstitutional on the ground that it is not within the Congres- 
sional power to regulate commerce; imposition of conditions precedent to the exercise 
by the railroad of the privilege relieving it of certain carrier duties is not a denial of due 
process. Judgment reversed. United States v. Lowden.6 

Section 5(4)(b) of the Interstate Commerce Act prescribes two standards to guide 
the commission’s determination that a railroad consolidation or lease may be au- 
thorized. The consolidation or lease must be in harmony with the commission’s gen- 
eral consolidation plan,’ and must promote the public interest. The Supreme Court 
has repeatedly held that the phrase “public interest” as used in Section 5 does not refer 
generally to matters of public concern apart from the public concern in an adequate, 
efficient and economical transportation system.* In withholding its order approving 

* 48 Stat. 217 (1933), 49 U.S.C.A. § 5(4)(b) (Supp. 1939). 

2 All the capital stock of the prospective lessor was owned by the prospective lessee. 

3 Chicago, R.I. & P. R. Co. Trustees Lease, 230 ICC 181 (1938) and 233 ICC 21 (1939). 

4 Similar conditions were imposed in the authorization of a merger of railroad properties. 
Louisiana & A. R. Co. Merger, 230 ICC 156 (1938). 

5 Lowden v. United States, 29 F. Supp. 9 (C.C.A. 7th 1939). 6 60 S. Ct. 248 (1939). 

7 Consolidation of Railroads, 159 ICC 522 (1929) and 185 ICC 403 (1932). The commission’s 
consolidation plan assigned the properties of both railroads involved in the principal case to 
System No. 10. 

® New York Central Securities Co. v. United States, 287 U.S. 12 (1932); New England 
Divisions Case, 261 U.S. 184 (1923); Dayton-Goose Creek R. Co. v. United States, 263 U.S. 
456 (1924); Texas & P. R. Co. v. Gulf, C. & S. F. R. Co., 270 U.S. 266 (1926); Texas v. United 
States, 292 U.S. 522 (1934). 
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the lease in the present case, the Interstate Commerce Commission found that Section 
5 was broad enough to comprehend the interests of rail employees involved in changes 
of operations.» The trustees for the railroad maintained that a carrier’s employees, as 
such, are not part of the public, and that their interest in preserving their jobs is a 
private one and not an interest which the statute sought to protect.** The Supreme 
Court said" that the policy of consolidation adopted by Congress is intimately related 
to the maintenance of an efficient rail system; and that the public interest in one cannot 
be dissociated from the other. Unification is effected principally at the expense of 
labor,” and therefore steps taken in carrying out the consolidation policy will “subject 
railroad labor relations to serious stress.”*3 The consequences may so affect employee 
morale,'4 the Court concluded, as to require mitigation in the interest of consolidation 
and the efficiency of the industry, both of which are of “public concern” within the 
meaning of Section 5(4)(b).*5 

In putting forward its argument that acceptance of the commission’s view of “pub- 
lic interest’”’ would make that standard “too general and ambiguous to serve as a 
prescribed standard for the delegation of legislative power,”** the railroad also con- 
tended that the words “terms and conditions as it [the commission] shall find just and 
reasonable” in Section 5 gave that agency neither an independent standard nor added 
to the powers specifically prescribed. In forwarding the report of the Federal Co- 
ordinator of Transportation to Congress in 1935,'’ the commission suggested that the 
power to order dismissal compensation was not within its jurisdiction. Separate dis- 
sents in the two reports*® in the present case were based upon the impropriety of ad- 


* St. Paul B. & T. R. Co. Control, 199 ICC 588 (1934); Erie and Pere Marquette Control, 
138 ICC 517 (1928). 

t¢ Brief for appellee at 17-18, United States v. Lowden, 60 S. Ct. 248 (1939). 

* United States v. Lowden, 60 S. Ct. 248, 252 (1939). 


2 The Interstate Commerce Commission has estimated that seventy-five per cent of the 
savings will be through the reduction of labor costs. Consolidation of Railroads, 159 ICC 522 
(1929). Securities holders are usually, although not always, favorably affected by economies 
effect by consolidations, St. Louis Southwestern R. Co. Control, 180 ICC 175 (1932). But see 
Nickel Plate Unification, 105 ICC 425 (1926) (consolidation disapproved because plan failed 
to deal fairly with minority stockholders). 

13 Strikes have been threatened on several occasions because of consolidations, 28 Monthly 
Lab. Rev. 1191 (1929) (Emergency Railway Labor Board awarded compensation for losses 
caused by depreciation of real estate); 43 Monthly Lab. Rev. 867 (1936) (dismissal compensa- 
tion agreed upon between management and workers). 

4 Report of the Committee of Six to the President (December 23, 1938). 


"8s The Court here relied upon the report of Committee of Six (note 14 supra), three of 
whom were railroad executives, prior reports of the Interstate Commerce Commission (H.R. 
Doc. 394, 74th Cong. 2d Sess., at 56 (1936)), the history of rail legislation (notes 27-33 infra), 
and legislation now before Congress (note 19 infra), all dealing with the protection of rail 
labor. 

*6 Brief for appellee, at 18~20, United States v. Lowden, 60 S. Ct. 248 (1939). Admittedly 
the standard “public interest” in the Interstate Commerce Act is broad; Congress probably so 
intended it. Cf. FTC v. Gratz, 253 U.S. 421 (1920); 7 Univ. Chi. L. Rev. 153, n. 20 (1939). 

17 H.R. Doc. 89, 74th Cong. rst Sess., at vi (1935). 


*® Chicago, R.I. & G. R. Co. Trustees Lease, 230 ICC 181, 190 (1938) and 233 ICC a1 
(1939). 
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ministrative construction in the matter. It is true, also, that legislation has been before 
Congress for nearly four years which, if approved, will direct the commission to require 
protection of the interests of the employees affected in a consolidation.’® Bills co- 
taining such a provision have passed both houses of Congress and are in conference. 
The Senate bill contains a proviso which, if strictly construed, would mean the “‘freez- 
ing” of rail employment, thereby virtually blocking further consolidation.*° The Su- 
preme Court, noting this legislation in the present case, concluded that “the only 
effect of this . . . . was to give legislative emphasis to a policy .. . . already recog- 
nized by § 5(4)(b) by making the practice mandatory instead of discretionary.”* 

The appellees in the principal case also contended that payment of money to former 
employees had no relation to interstate commerce and that the imposition of such con- 
ditions was without authority of law. In Railroad Retirement Board v. Alion R. Co.?8 
the Supreme Court held invalid the Railroad Retirement Act of 1934,*4 which required 
carriers to contribute to a fund for the payment of annuities to retired employees. 
The majority, speaking through Mr. Justice Roberts, said that legislation for the 
“purpose of fostering . . . . a contented mind on the part of an employee” was in no 
sense a regulation of interstate commerce and was “outside the orbit of Congressional 
power.’*S Chief Justice Hughes, with whom three justices concurred, dissented sharp- 
ly: “It is not our province to enter that field [setting up a pension plan], and I am not 
persuaded that Congress .. . . has transcended the limits of the authority which the 
Constitution confers.”6 

The Alton case stands almost alone in denying the power of Congress to legislate 
regarding rail labor. Successive measures have provided for safety appliances,?? the 


19S. 2009, 76th Cong. rst Sess. (1939); H.R. 1217, 76th Cong. rst Sess. (1939). 

2° Section 8 of the Senate bill, amending Section 5 of the Interstate Commerce Act, reads 
as follows: “The Commission shall require, as a prerequisite to its approval of any proposed 
transaction ....,a fair and equitable arrangement to protect the interests of the employees 
affected: Provided, however, That no such transaction shall be approved by the Commission 
if such transaction will result in unemployment or displacement of employees . . . . , or in the 
impairment of existing employment rights ” S. 2009, 76th Cong. rst Sess. 211 (1939). 
A similar provision was contained in the Emergency Railroad Act of 1933 (48 Stat. 214 (1933), 
45 U.S.C.A. § 257 (Supp. 1939)), which was in force until June 17, 1936. 34 Time, No. 25, 74 
(December 18, 1939). “To rail labor, Congressionally represented by shrewd Senator Burt 
Wheeler, is conceded Washington’s No. 1 lobby. Notorious is its ability to send bills crashing 
through in the last few days of a session; formidable is its veto of any bill to reduce the number 

” Fora discussion of special legislation on behalf of rail management, see Will, 
Chapter XV of the Bankruptcy Act—An American Adaptation of the Fait Accompli, 7 Univ. 
Chi. L. Rev. 203 (1940). 

2 United States v. Lowden, 60 S. Ct. 248, 255 (1939). The holding suggests a reappraisal 
of the powers of administrative bodies to construe statutes. Such a discussion will appear in 
a later issue. 

* Brief for appellee, 25-7, United States v. Lowden, 60 St. Ct. 248 (1939). 

*3 a95 U.S. 330 (1935). 

+4 48 Stat. 1283 (1934), 45 U.S.C.A. § 201 (Supp. 1935). 

5 Railroad Retirement Board v. Alton R. Co., 295 U.S. 330, 368 (1935). 

*6 Thid., at 391. 


27 Safety Appliance Act of 1893, 27 Stat. 531 (1893), 45 U.S.C.A. § 1 (1928); Southern R. 
Co. v. United States, 222 U.S. 20 (1911). 
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arbitration of disputes between management and workers,”* hours of service,?9 liability 
for injuries and death suffered by employees,*° fixing wages,** and unemployment in- 
surance.# In 1937 a new railroad retirement act was passed by Congress,33 the con- 
stitutionality of which has not yet been questioned before the Supreme Court. The 
opinion in the instant case further relegates the Aléon case to a line of authority, which, 
while never specifically overruled, will not be followed by the present Court. In speak- 
ing for a unanimous court, Mr. Justice Stone referred to the Alton case thus: “Not- 
withstanding what was said there and even if we were doubtful whether the particular 
provision made here . . . . could have the effect which we have indicated upon railroad 
consolidation and upon the adequacy and efficiency of the railroad transportation 
system, we would not say that the Congressional judgment that those conditions 
have a relation to the public interest . . . . is without a rational basis.” 

Likewise, the Court paid scant attention to the holding in the Alton case, relied 
upon by appellees, that the compulsory payment of money by carriers into a fund to 
be distributed to former employees was taking of property without due process of 
law.** In Dayton-Goose Creek R. Co. v. United States*” the Court held that the Fifth 
Amendment did not forbid the compulsory application of part of a railroad’s “excess’’ 
income to a fund maintained by the commission for the benefit of weaker railroads.3* 


** Railway Labor Act of 1926, 44 Stat. 577 (1926) as amended 49 Stat. 1189 (1934), 45 
U.S.C.A. § 151 (Supp. 1939); Texas & N.O. R. Co. v. Brotherhood of R. and Steamship 
Clerks, 281 U.S. 548 (1930); Virginian R. Co. v. System Federation No. 40, 300 U.S. 515 
(1937). 

*° Hours of Service Act of 1907, 34 Stat. 1415 (1907), 45 U.S.C.A. § 61 (1928); Baltimore & 
O. R. Co. v. ICC, 221 U.S. 612 (1911). 

3° Federal Employers’ Liability Act of 1908, 35 Stat. 65 (1908), 45 U.S.C.A. § 51 (1928); 
Second Employers’ Liability Cases, 223 U.S. 1 (1912). The first federal Employers’ Liability 
Act was held unconstitutional, Employers’ Liability Cases, 207 U.S. 463 (1908). 

31 Adamson Act of 1916, 39 Stat. 721 (1916), 45 U.S.C.A. § 65 (1928); Wilson v. New, 243 
U.S. 332 (1917). 

# Railroad Unemployment Insurance Act of 1938, 52 Stat. 1094 (1938) as amended 53 
Stat. 845 (1939), 45 U.S.C.A. § 351 (Supp. 1939). 

33 Railroad Retirement Act of 1937, 50 Stat. 307 (1937), 45 U.S.C.A. § 228a (Supp. 1939). 
This legislation was before the Supreme Court in California v. Latimer, 305 U.S. 255 (1938), 
but the question of constitutionality apparently was not raised. 

34 The phrase “Congressional judgment” seems to be ambiguous. If the Court was referring 
to the legislation now before Congress, it must be remembered that the bills have not yet be- 
come law. If the Court was referring to other railroad legislation (notes 31-7 supra), these 
acts were not controlling on the point the Court was deciding. 

35 United States v. Lowden, 60 S. Ct. 248, 255 (1939). In support of this conclusion Mr. 
Justice Stone cited three recent cases (South Carolina Highway Dept. v. Barnwell Bros., 303 
U.S. 177, 191 (1938); United States v. Carolene Products Co., 304 U.S. 144, 147 (1938); Pit- 
man v. HOLC, 60 S. Ct. 15 (1939) showing the tendency of the present Court not to inquire 
into the reasonableness and propriety of legislative action which might have been seriously 
questioned under former opinions of the Court. 

36 United States v. Lowden, 60 S. Ct. 248, 255 (1939). 

37 263 U.S. 456 (1924). 

3* There are the so-called recapture provisions of the Transportation Act of 1920. 41 Stat. 
488 (1920), 49 U.S.C.A. § 15(a) (1929). 





RECENT CASES 379 


The basis of that decision was that since the stronger roads have no constitutional 
right to receive more than a fair return, and since they would receive more than a fair 
return under uniform rates set to provide the weaker roads with a fair return, it was 
competent for Congress to declare that half of the income above a fair return should be 
held in trust, and to appropriate it to serve the public interest. In the principal case 
the Court reasoned that the privilege of a consolidation lease was like the privilege of 
receiving more than a fair return, and that the order conditioning award of the privilege 
upon payment of dismissal compensation did not infringe substantive due process. 


Corporations—Laches and Acquiescence as a Bar to Relief of Minority Stockholder 
from Destruction of His Rights to Arrearages on Preferred Stock—{Delaware].— 
A Delaware corporation, pursuant to the requisite vote of its stockholders, purported 
to amend its charter to provide for the conversion of each share of its preferred stock, 
on which there were accrued arrearages of $21.25 per share, into five shares of common 
stock. The exchange was to be effected without discharge of the unpaid dividends on 
the preferred. A dissenting stockholder sought and obtained a judgment that the 
amendment did not foreclose his rights to accrued dividends.' After learning of a com- 
promise and preparation for dismissal of this suit, the plaintiff, who had caused his 
stock to be voted against the amendment, attempted to intervene and to be sub- 
stituted as party plaintiff. When his motion to intervene was denied without prej- 
udice,? the plaintiff brought a separate action. The corporation defended on the ground 
that the plaintiff was barred by laches and acquiescence in that he had delayed institu- 
tion of the action, and had accepted dividends after consummation of the purported 
amendment of the charter. The dividends were on the common shares which the plain- 
tiff had refused to accept in exchange for his preferred stock. The court sustained the 
defendant’s plea, and dismissed the suit. Frank v. Wilson & Co.3 

Although many rights of dissenting stockholders have been held subject to destruc- 
tion by charter amendment,‘ the courts have frowned upon the elimination of accrued 
cumulative dividend arrearages.s When attempted elimination of arrearages is held to 

t Keller v. Wilson & Co., 190 Atl. 115 (Del. 1936). 

2 Keller v. Wilson & Co., 194 Atl. 45 (Del. Ch. 1937). The court pointed out that the 
plaintiff’s bill was drawn to permit intervention by all parties in the same position as the 
plaintiff, but that the intervenor was not in the plaintiff’s position. 

39A. (2d) 82 (Del. Ch. 1939). 47 Fletcher, Cyc. Corp. §§ 3695-3608 (perm. ed. 1931). 

5 Keller v. Wilson & Co., 190 Atl. 115 (Del. 1936); Johnson v. Consolidated Film Industries, 
197 Atl. 489 (Del. 1937). That the Wilson & Co. charter amendment and others like it were 
invalid as to dissenting stockholders was established in Keller v. Wilson & Co., 190 Atl. 115 
(Del. 1936), and similar plans were abandoned by other corporations contemplating the 
elimination of arrearages on preferred stock. 28 Time, No. 21 at 85 (November 23, 1936). 

For a general discussion of plans for scaling down arrearages on cumulative preferred stock 
see SEC, Report on the Study and Investigation of the Work, Activities, Personnel, and Func- 
tions of Protective and Reorganization Committees, pt. VII, § III (1938); and notes in 4 
Univ. Chi. L. Rev. 645 (1937), 46 Yale L. J. 620 (1937), and 6 Univ. Chi. L. Rev. 104 (1938). 
A treatment of the development of Delaware law and statutes as related to the Keller case 
may be found in 4 Univ. Chi. L. Rev. 139 (1936) and 35 Mich. L. Rev. 620 (1937). A discus- 
sion of the rights of assenting stockholders in the Keller v. Wilson & Co. situation may be 
found in 31 Ill. L. Rev. 1092 (1937). 
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be unauthorized by the statute, several forms of relief are available to a dissenting 
stockholder. The most drastic in its effect, the setting aside of the attempted charter 
amendment,‘ will not normally be granted, since the objecting stockholder not only is 
in no way injured by the conduct of those preferred stockholders who relinquish their 
rights, but probably is benefited by his advance in priority. Relief might better be 
given to the plaintiff in the form of an injunction forbidding the corporation to pay 
dividends on any stock junior to that owned by the plaintiff until after the payment of 
all the arrearages on the plaintiff’s stock.’ Certainly such relief is no more than the 
plaintiff contracted for when he purchased his preferred stock. 

A third possibility for relief, in a case such as the principal one, might take the form 
of a judgment for a cash dividend.* This relief might be based on the theory that a 
corporation may not declare a dividend upon common stock until it has paid all the 
arrearages on its cumulative preferred, and that declaration of dividends on the com- 
mon confers upon preferred stockholders an immediate right to arrearages. A judg- 
ment for a cash dividend might also be secured upon the ground that dividends may 
not be declared in favor of those preferred stockholders who had exchanged their stock 
for common unless a dividend is also declared in favor of other preferred stockholders. 
Judgment for a cash dividend would not seem to be a necessary remedy, however, 
since the dissenter otherwise would retain his right to full payment of arrearages before 
dividend payments on common stock were permissible. 

Even though readjustment is authorized by statute a further remedy for abridg- 
ment of rights is afforded dissenters in many states by statute. A dissenter is entitled 
to an appraisal of his stock and purchase by the corporation at the appraised value.° 

A preferred stockholder who dissents to an attempted destruction of his arrearages 
does not have an unqualified right to relief. His claim may be barred by acquiescence, 
by laches, or by the statute of limitations. Acquiescence may take the form of quies- 
ence under such circumstances that assent may reasonably be inferred,*° or of affirma- 
tive action inconsistent with disapproval." Affirmative acts of dissenters that have 
been held indicative of acquiescence include exchange of shares on the basis provided 
by the amendment,” or, as in the present case, receipt and retention of dividends 
paid on the stock to which the stockholder is entitled under the terms of the amend- 
ment, but which he did not accept."* Voting in favor of the amendment would seem 
to be either the strongest form of acquiescence, or something even more than ac- 
quiescence—a participation. 

Acquiescence will bar the stockholder’s cause of action without proof of actual det- 
rimental reliance thereon. The rule finds basis in the necessity of securing finality in 


6 13 Fletcher, Cyc. Corp. § 5823 (perm. ed. 1932). 

1 Havender v. Federal United Co., 6 A. (2d) 618 (Del. Ch. 1939); Patterson v. Durham 
Hosiery Mills, 214 N.C. 806, 200 S.E. 906 (1939). 

* Johnson v. Bradley Knitting Co., 228 Wis. 566, 280 N.W. 688 (1938). 

*13 Fletcher, Cyc. Corp. § 5891 (perm. ed. 1932); SEC, op. cit. supra note 5, app. B, 
pt. IV. 

*° Bay Newfoundland Co. v. Wilson & Co., 4 A. (2d) 668, 671 (Del. Ch. 1939); cf. Lowndes 
v. Wicks, 69 Conn. 15, 36 Atl. 1072 (1897). 

"1 13 Fletcher, Cyc. Corp. § 5823 (perm. ed. 1932). 

*2 Trounstine v. Remington Rand Co., 194 Atl. 95 (Del. Ch. 1937). 

*3 Frank v. Wilson & Co., 9 A. (2d) 82 (Del. Ch. 1939). 
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matters affecting the intricate relationships of the corporation with its stockholders 
and in the desire to protect third persons, for example those purchasing stock from 
the corporation after the reduction of arrearages. 

In addition to acquiescence, courts utilize the doctrine of laches in order to achieve 
the desired result. Courts sometimes employ the terms laches and acquiescence con- 
currently without specifying which defense is relied upon as a basis for the decision. 
A possible explanation of this is that inaction may be an evidence of acquiescence.”* 
The two terms, however, are not coextensive.'7 

Acquiescence implies active assent,"* while laches, it is said, imports passive assent,’® 
characterized by a delay working detriment to another because of his change of posi- 
tion in reliance upon the presumption that silence indicates acceptance of the validity 
of an action which might be challenged.** The process involved in a finding of laches 
constitutes a balancing of the prejudice to another caused by the complainant’s delay, 
against the reasons given by the complainant in explanation.“ An instance of the 
prejudice to the corporation may be the considerable trouble and expense attendant 
upon effecting the exchange and reclassification of shares, some or all of which might 
possibly have been prevented if the dissenter had brought suit seasonably. Further- 
more, since the issue of the new stock may be followed by active trading in the shares” 
detriment to third parties whose rights had intervened because of the complainant’s 
delay may result should the complainant be granted relief. 

So in the presence of laches courts find ready and understandable support for a 
denial of relief to dilatory stockholders in the harm to other parties which would result 
from the stockholder’s delay, were his suit successful. But since the defense of laches 
is equitable,*4 if the delay in attacking the act was induced not by mere inaction, but 
by ignorance, caused possibly by non-disclosure or fraud of the directors,*5 the defense 
of laches will not bar the stockholder’s suit,* although passage of time, with conse- 

4 Romer v. Porcelain Products Co., 2 A. (2d) 75 (Del. Ch. 1938). 

*S The Chancellor in the Frank case did not specify whether his decision was based on laches 
or acquiescence, but he indicated that there was a difference between the two defenses. 

6 Lux v. Haggin, 69 Cal. 255, 10 Pac. 674 (1886). 

*7 Bay Newfoundland Co. v. Wilson & Co., 4 A. (2d) 668 (Del. Ch. 1939). 

*® Rodick v. Pineo, 120 Me. 160, 113 Atl. 45 (1921). 

19 Wood, Limitation of Actions § 62 (4th ed. 1916). This review was approved in Kenyon 
v. National Life Ass’n, 39 App. Div. 276, 57 N.Y. Supp. 60 (1899). 

* Paducah v. Gillispie, 273 Ky. ror, 115 S.W. (2d) 574 (1938); Marjon v. Altman, 120 
N.J. Law 16, 197 Atl. 724 (1938); see Shea v. Shea, 4 N.E. (2d) rors, 1018 (Mass. 1936); Curl 
v. Vance, 116 W.Va. 419, 181 S.E. 412 (1935); Lindberg v. Linder, 113 Cal. App. 213, 23 P. 
(2d) 842 (1933); Rodick v. Pineo, 120 Me. 160, 164, 113 Atl. 45, 47 (1921). 

** Osincup v. Henthorn, 89 Kan. 58, 130 Pac. 652 (1913). 

™= Romer v. Porcelain Products Co., 2 A. (2d) 75 (Del. Ch. 1938). 

*3 Beling v. American Tobacco Co., 72 N.J. Eq. 32, 65 Atl. 725 (1907); Dana v. American 
Tobacco Co., 72 N.J. Eq. 44, 65 Atl. 730 (1907), aff’d 73 N.J. Eq. 736, 69 Atl. 223 (1908); Kent 
v. Quicksilver Mining Co., 78 N.Y. 159 (1879). But cf. Knoxville v. Knoxville & O. R. Co., 22 
Fed. 758 (C.C. Tenn. 1884). 

*4 4 Pomeroy, Equity Jurisprudence § 1440 (4th ed. 1919). 

*8 2 Fletcher, Cyc. Corp. § 756 (perm. ed. 1931). 

*6 Standard Oil Co. of Colorado v. Standard Oil Co., 72 F. (2d) 524 (C.C.A. roth 1934); 
Douglass v. Concord & M.R. Co., 72 N.H. 26, 54 Atl. 883 (1903). 
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quent acts in reliance, may necessitate modification of the remedy granted.*? Since 
knowledge of rights is an essential element of laches,** the delay alleged to be laches 
will be measured only from the time when the stockholder became or could reasonably 
have become aware of the true state of affairs.* 

Apart from other factors the court may employ the statute of limitations to defeat 
the claims of a stockholder, although usually in a case such as the principal one** a claim 
so barred would also be barred by laches, which is independent of the statute.s* The 
statute of limitations is often applied in equity by statutory enactment or by anal- 
ogy. Where it is not applied, courts often use the statute to determine what consti- 
tutes a reasonable time with respect to application of the laches doctrine,35 but if a 
strict view is maintained, it would seem that this analogy is not well taken, for the only 
consideration of importance in deciding whether the defense of laches is to prevail is 
the damage caused to the defendant or third parties by the plaintiff’s delay. 


Injunctions—Restitution and Damages as Remedies for Wrongful Issuance of 
Injunction—{Federal].—After final dismissal‘ of a suit maintained by a power com- 
pany to enjoin the making of a PWA loan to a county for the purpose of building a com- 
peting power plant, the county brought suit against the power company for restitu- 
tion of the profits gained by the company at the expense of the county by reason of the 
delay in putting the proposed plant into operation.* On appeal from the decree of the 
district court dismissing the suit, held, the relief could not be granted as damages aris- 


27 Int’l & G.N.R. Co. v. Bremond, 53 Tex. 96 (1880) (plaintiff permitted personal recovery, 
although right to enjoin corporate action was lost by laches). 

* Kessler & Co. v. Ensley Co., 129 Fed. 397, 418 (C.C. Ala. 1904); Briggs v. Buzzell, 164 
Minn. 116, 204 N.W. 548 (1925); Wright v. Simpson, 200 Ill. 56, 65 N.E. 628 (1902). 13 
Fletcher, Cyc. Corp. § 5876 (perm. ed., 1932). 

29 Wills v. Nehalem Coal Co., 52 Ore. 70, 96 Pac. 528 (1908); Kessler & Co. v. Ensley & 
Co., 129 Fed. 397 (C.C. Ala. 1904); Taylor v. S. N. Alabama R. Co., 13 Fed. 152 (C.C. Ala. 
1882). 13 Fletcher, Cyc. Corp. § 5876 (perm. ed. 1932). Cases other than those concerned with 
lack of knowledge concerning corporate transactions which state the same rule are Waters v. 
Waters, 155 Md. 146, 142 Atl. 297 (1928); Briggs v. Buzzell, 164 Minn. 116, 204 N.W. 548 
(1925). 

3° Frank v. Wilson & Co., 9 A. (2d) 82 (Del. Ch. 1939). 

31 Smalley v. Queen City Bank, 94 S.W. (2d) 954 (Mo. App. 1936); see Peabody v. Carr; 
313 Pa. 325, 169 Atl. 126 (1933). 

# 1 Pomeroy, op. cit. supra note 24, at § 419. 

33 Gillons v. Shell Co. of California, 86 F. (2d) 600 (C.C.A. oth 1936); White v. Harby, 
176 S.C. 36, 179 S.E. 671 (1935). 

* For an account of the litigation in this suit, see Greenwood County v. Duke Power Co., 
107 F. (2d) 484 (C.C.A. 4th 1939). 

* After the first decree had been vacated in accordance with the mandate of the Supreme 
Court in 299 U.S. 259 (1936), the power company obtained a preliminary injunction upon post- 
ing of the bond required for preliminary injunction under the statute, 38 Stat. 738 (1914), 
28 U.S.C.A. § 382 (1928). The county also sought damages on this bond in the instant case, 
but was refused on the ground that the court has discretion as to the prosecution of the bond, 
Russell v. Farley, 105 U.S. 433 (1881); cf. Houghton v. Meyer, 208 U.S. 149 (1907). At the 
date of the decision in Russell v. Farley there was no federal bond statute; and it may well be 
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ing from an erroneously issued injunction, and the facts did not present a proper case 
for restitution. Judgment affirmed. Greenwood County v. Duke Power Co. 

Recovery for harm suffered by the defendant under an erroneously issued injunc- 
tion is often dependent upon whether the recovery must be described as restituéion or as 
damages. Where the benefit received by the plaintiff in the injunction suit through its 
issuance bears a close relation in kind and amount to the harm suffered by the de- 
fendant, the defendant may recover under the rules as to restitution;4 on the other 
hand, where the benefit received by such plaintiff bears no relation, either in kind or 
amount, to the harm suffered by the defendant, the defendant must recover, if at all, 
under the rules as to recovery of damages under an erroneously issued injunction.’ 

Recovery of damages incurred under an erroneously issued injunction may be had 
only in those cases in which the injunction plaintiff either has acted with so little cause 
as to give rise to a suit for abuse of process, or has given a bond for the payment of 
damages.’ In all other cases in which the recovery must be described as damages, the 
defendant must himself bear the loss.* It has been said that ‘Public policy was 
thought to demand that the free pursuit of remedies in the courts should not be ob- 


argued that an object of Congress in enacting the statute was to abolish the judge’s discretion 
as to prosecution of the bond. The argument is fortified by the fact that one of the grounds for 
the decision in Russell v. Farley was that there was no controlling statute. 

3 107 F. (2d) 484 (C.C.A. 4th 1939). 

4 A common situation is that in which a public utility has secured an injunction against the 
enforcement of a lower rate order; the utility receives the difference between the higher and 
the lower rate, which amount is exactly equal to that lost by the public by reason of the in- 
junction, Arkadelphia Co. v. St. Louis & S.W.R. Co., 249 U.S. 134 (1918); notes 14-18 infra: 

5’ A common example is that in which the price of securities falls while the injunction against 
their sale pending determination of a dispute as to ownership is in force. Clay Center v. 
Williamson, 79 Kan. 485, 100 Pac. 59 (1909); Osage Oil & Refining Co. v. Chandler, 287 Fed. 
848 (C.C.A. 2d 1923). 

6 It is usually said that the fact that a permanent injunction is granted is conclusive as to 
the plaintiff's having had sufficient cause, in a subsequent suit for abuse of process. Crescent 
City Live Stock Co. v. Butchers’ Union Slaughter-House Co., 120 U.S. 141, 150 (1887). 
Furthermore, in the instant case the petitioner did not allege that the suit was instituted 
without probable cause. Greenwood County v. Duke Power Co., 107 F. (2d) 484, 487 (C.C.A. 
4th 1939). 

7 The requirement of bond as a prerequisite to issuance of an interlocutory injunction 
has long been a part of equitable procedure. See Yonkers v. Federal Sugar Refining Co., 221 
N.Y. 206, 116 N.E. 998 (1917); Russell v. Farley, ros U.S. 433, 438 (1881); Smith v. Day, 
21 Ch. Div. 421 (1879). The bond is now required by statute in many states. The statutes, 
however, are applicable only to interlocutory injunctions, and do not apply to permanent in- 
junctions. The Recovery of Damages on Injunction Bonds, 32 Col. L. Rev. 869, 870 (1932); 
School Board v. Edwards, 184 Okla. 384, 87 P. (ad) 962 (1939); Wilburn v. North Jellico Coal 
Co., 272 Ky. 749, 115 S.W. (2d) 288 (1938); Felton v. Wedthoff, 185 Mich. 72, 151 N.W. 727 
(1915); Lake Erie & W. R. Co. v. Cluggish, 143 Ind. 347, 42 N.E. 743 (1896); Commonwealth 
v. Franklin Canal Co., 21 Pa. 117 (1853). In the principal case, there was no interlocutory 
injunction until after the remand by the Supreme Court, and, for reasons stated in note 2 
supra, no damages were allowed on that bond. 

§ Meyers v. Block, 120 U.S. 206, 211 (1887); Russell v. Farley, ros U.S. 433, 437 (1281); 
Palmer v. Foley, 71 N.Y. 106 (1877). Contra: Davis v. Poitevant & Favre Lumber Co., rs 
La. App. 657, 132 So. 790 (1931). 
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structed by the menace of liability for innocent mistake.”® Furthermore, even though 
the plaintiff has initiated the suit, the effective action is that of the judge,"* and it is 
from the judge’s action alone that the damage arises." 

The reasons given for the refusal to allow recovery of damages do not apply with 
the same force, however, when the injunction defendant seeks restitution. To say that 
public policy requires that the injunction plaintiff be not penalized is not to imply that 
he must be allowed actually to profit by reason of the innocent error. And although a 
judge may be reluctant to require a plaintiff to pay for the judge’s error when the 
plaintiff has received nothing tangible, such a reluctance need not be felt in requiring 
the plaintiff to pay back what was actually gained by reason of the error. Moreover, 
to allow a plaintiff to retain benefits received offers an actual premium for the in- 
stigating of an injunction suit, for whatever the result in the suit itself the plaintiff has 
gained the profits accruing during its pendency. 

Consequently, restitution of benefits received under an erroneous court order is 
given in a variety of situations. The right to restitution of money paid under a judg- 
ment later reversed has long been recognized,” and jurisdiction will be taken to enforce 
the right even though the court was without jurisdiction to render the first order." 
Restitution of crops grown while in possession under an injunction has been ordered 
upon dissolution of the injunction, despite the rule that the tenant in adverse posses- 
sion gets the crops." The remedy is available to a public officer against one who has by 


* Cardozo, J., in Yonkers v. Federal Sugar Refining Co., 221 N.Y. 206, 116 N.E. 998 
(1917); St. Louis v. St. Louis Gaslight Co., 82 Mo. 349, 355 (1884). 


*® United Motors Service v. Tropic-Aire, 57 F. (2d) 479, 483 (C.C.A. 8th 1932); Russell v. 
Farley, 105 U.S. 433, 438 (1881): “.... for the damage arising from the act of the court 
itself is damnum absque injuria, for which there is no redress except a decree for the costs of 
the suit, or, in a proper case, an action for malicious prosecution.” 

** That such is the case appears clearly from the distinction taken between interlocu- 
tory and permanent injunctions, as to the giving of a bond. The interlocutory in- 
junction is the action of the judge, but he may make it the plaintiff’s by requiring a 
bond; but the permanent injunction is granted after full hearing, and is the action of the judge 
alone. Consequently even if a bond has been required under the interlocutory injunction, no 
damages may be recovered on it for harm arising under the permanent injunction. The Re- 
covery of Damages on Injunction Bonds, 32 Col. L. Rev. 869, 871 (1932). Contra: Corpus 
Christi Gas Co. v. Corpus Christi, 46 F. (2d) 962 (C.C.A. sth 1931), cert. den. 284 U.S. 636 
(1931); cf. Mica Insulator Co. v. Commercial Mica Co., 157 Fed. 92 (C.C. Ill. 1907); North 
Carolina Gold Amalgamating Co. v. North Carolina Ore Dressing Co., 79 N.C. 49 (1878). 

2 See Haebler v. Myers, 132 N.Y. 363, 30 N.E. 963 (1892); Rest., Restitution § 74 (1936). 
The principle is applied to a number of situations, such as the recovery of a criminal fine. 
See 26 A.L.R. 1523 (1923). In re Wiltse, 5 Misc. 105, 25 N.Y. Supp. 733 (1893) (allowing 
recovery of funds paid creditors by assignee in bankruptcy, where some creditors had not been 
notified); In re Lilyknit Silk Underwear Co., 73 F. (2d) 52 (C.C.A. 2d 1934) (allowing recovery 
of composition dividends by objecting creditors where decision sustaining composition later 
reversed). 

*3 Northwestern Fuel Co. v. Brock, 139 U.S. 216 (1891). 


*4 Plaza Farmers Union Warehouse & Elevator Co. v. Tomlinson, 176 Wash. 178, 28 P. (2d) 
299 (1934) (perhaps based on statute, Wash. Rev. Stat. Ann. (Remington, 1932) § 807). That 
the recovery is restitution rather than damages appears from Rabb v. Patterson, 42 S.C. 528, 
20 S.E. 540, 541 (1894): “We think . . . . he could only be required to account for the rents 
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an erroneous court order obtained the salary and fees of an office to which the plaintiff 
is entitled,*s and has often been ordered in public utility litigation after dissolution of 
an injunction obtained by the utility against the enforcement of an order of a regula- 
tory commission."* In the utility cases, restitution has been granted even in favor of a 
party who was not a party to the record,'’ and the claim has been considered so sub- 
stantial as to be accorded a preference over the claims of all secured creditors upon the 
bankruptcy of the utility.** 

In the principal case, restitution would appear to be a proper remedy, in that the 
plaintiff has done business which would otherwise have been done by the defendant: 
the plaintiff has by reason of the injunction made a gain which bears a close relation in 
kind and amount to the loss suffered by the defendant. There are nonetheless several 
explanations for the cases‘? denying recovery. 

Some weight must be given to the fact that the injunction suit brought about the 
determination of an unsettled question of law; and while the same might be said of any 
lawsuit, the principal one differs in that the power company was in effect acting in the 
interest of a large group who were anxious to have the matter determined. Although 
this consideration should not have any effect on the right to restitution, in that restitu- 
tion does not penalize a party for bringing a lawsuit, it must be admitted that its 
presence does go far to prevent an extension of the doctrine of restitution in the instant 
case.*° 

In the second place, despite the clear analytical distinction between damages and 
restitution, some courts tend to deal with all harm arising under an injunction as 
damages, and the mere fact that there is an injunction seems to foreclose the pos- 
sibility of restitution." This tendency is particularly noticeable in cases where a bond 


and profits actually received by him, and not for the ‘rental value’ of the premises”; cf. 
Hoppas v. Bremer, 119 Kan. 411, 239 Pac. 961, 962 (1925) (suit for specific performance of land 
contract brought by party out of possession; lower court decision in favor of party in possesson 
reversed): “. . . . the plaintiff upon its reversal could recover by way of restitution, not neces- 
sarily all that he lost through the error of the court . . . . but all the defendant had wrongfully 
gained from him by virtue of it.”” But see Edwards v. Edwards, 31 Ill. 474, 478 (1863): “The 
question is not, what the land was worth to the complainant in the injunction suit, but what 
was the damage to the defendant for being left out of possession during the period.” 

*s United States for the use of Crawford v. Addison, 6 Wall. (U.S.) 291 (1867); Kreitz 
Adm’x v. Behrensmeyer, 149 Ill. 496, 36 N.E. 983 (1804); Rest., Restitution § 137 (1936)- 

6 Arkadelphia Co. v. St. Louis & S.W.R. Co., 249 U.S. 134 (1918); Baltimore & O.R. Co. 
v. United States, 279 U.S. 781 (1929); Inland Steel Co. v. United States, 306 U.S. 153 (1939) 
and 307 U.S. 191 (1939). 3 

+1 Arkadelphia Co. v. St. Louis & S.W.R. Co., 249 U.S. 134 (1918) (commission having 
made order for benefit of public, shippers could sue for restitution in their own names). 

8 Love v. North American Co., 229 Fed. 103 (C.C.A. 8th 1915). But cf. Berthold-Jennings 
Lumber Co. v. St. Louis, I.M. & S.R. Co., 80 F. (2d) 32 (C.C.A. 8th 1935), cert. den. 297 U.S. 
715 (1936). 

*9 Notes 21-3 infra. 

#° Greenwood County v. Duke Power Co., 107 F. (2d) 484, 488-9 (C.C.A. 4th 1939). 

2 United Motors Service v. Tropic-Aire, 57 F. (2d) 479 (C.C.A. 8th 1932) (patentee en- 
joined manufacture and sale of patented article; patent later held void for lack of invention, 
but claim for restitution denied). In St. Louis v. St. Louis Gaslight Co., 82 Mo. 349 (1884), the 
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has been given, and there is a doubt as to the extent of liability under the terms of the 
bond. Thus, where the plaintiff had obtained an interlocutory injunction under bond 
against the postmaster’s charging a higher rate, and later obtained a permanent in- 
junction, the postmaster was unable, after dissolution of the injunction, to collect the 
difference in rates accruing during the time the permanent injunction was in force, the 
bond being held to impose liability only for damages under the interlocutory injunc- 
tion.* No contention for restitution appears even to have been made; the postmaster 
seems to have made his claim on the damages theory alone. Again, where the injunc- 
tion plaintiff, who had been supplying natural gas to the defendant, obtained an er- 
roneous injunction against the defendant’s installing its own pipe line, the defendant 
was unable to get “damages” in excess of the penalty of the bond.*? The failure to 
make a closer analysis of the type of harm suffered may perhaps be explained by point- 
ing out that even in the relatively few injunction cases where a claim for restitution 
might be made, the harm suffered is often such that only part of it could be recovered 
as restitution, and the remainder, if recovered at all could only be recovered as dam- 
ages. The presence of both types of harm in the same case undoubtedly confuses the 
issues, with the result that since most injunctions give rise to damages rather than to 
claims for restitution, the courts tend to apply damages theory to the entire claim.4 


city obtained an injunction against the company’s pursuing its business, and an order for the 
appointment of a receiver. Upon reversal of these orders, the company was unable to recover 
the profits lost by the receiver’s sale of gas at a lower rate. The court treated the whole claim as 
one for “damages”; and, indeed, the company appears also to have treated its claim solely as 
one for “damages.” 

The Supreme Court, however, usually makes a clear distinction between damages and 
restitution. Lawrence v. St. Louis-S.F.R. Co., 278 U.S. 228, 233 (1929); Ex parte Lincoln 
Gas & Electric Light Co., 257 U.S. 6, 10 (1921); Arkadelphia Co. v. St. Louis & S.W.R. Co., 
249 U.S. 134, 145 (1918). 

™* Houghton v. Meyer, 208 U.S. 149 (1907). In an analogous case, Minneapolis, St. P. & 
S.S.M.R. Co. v. Washburn Lignite Coal Co., 254 U.S. 370 (1920), where a carrier which had 
been erroneously required to charge a lower rate was suing the shippers for restitution, the 
claim was denied on the ground that the shippers had not had notice that they might be re- 
quired to pay more. Such an equitable ground for denying restitution would hardly be applica- 
ble in the Houghton case (even if a claim for “restitution” had been made) in view of the fact 
that the particular shipper against whom the suit was brought had himself instigated the 
previous injunction suit, and therefore had ample notice that he might not be paying all that 
was required. See Golde Clothes Shop v. Loew’s Buffalo Theatres, 236 N.Y. 465, 141 N.E. 
917 (1923). 

23 Citizens’ Pipe Line Co. v. Twin City Pipe Line Co., 183 Ark. 1006, 39 S.W. (2d) 1017 
(1931); see St. Louis v. St. Louis Gaslight Co., 82 Mo. 349 (1884); Keber v. Mercantile Bank, 
4 Mo. App. 195 (1877). But see Ex parte Lincoln Gas & Electric Light Co., 257 U.S. 6 (1921), 
where the mere fact that there was a suit on a bond did not prevent a claim for restitution. 

*4 Occasionally, however, what amounts to restitution is given under the name of damages, 
by either straining or disregarding the rules as to recovery of damages. Thus, in a suit on a 
bond given in 1890, an injunction defendant was awarded rent on the lands since 1888, Rabb v. 
Patterson, 42 S.C. 528, 20 S.E. 541 (1894); and a lessee who had been erroneously restrained 
from cutting timber was given possession for a “reasonable time” in addition to the length of 
his lease, besides his damages under the bond, Bevil v. Kirby Lumber Co., 58 S.W. (2d) 843 
(Tex. Civ. App. 1933). See Illinois Bell Tel. Co. v. Slattery, 102 F. (2d) 58 (C.C.A. 7th 1939), 
where, although the injunction bond was $6,000,000, recovery of almost three times that 
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A third consideration in the instant case, which not only explains, but also may 
justify the decision, is that the amount of profits to be recovered is uncertain. Even if 
the theory were damages instead of restitution, the uncertainty might prove a bar to 
recovery; for although there are cases where expected profits from an enterprise not 
yet established are allowed as damages, recovery is apparently given only on the 
ground that there is some other standard than previous profits by which to measure 
the lost profits,5 while in the principal case it may be argued that there is no other 
adequate standard.** Furthermore, where the claim is on restitution theory, the rule 
as to certainty is even more strictly applied than in damages cases. In practically all 
the situations in which restitution has been given after reversal of a court order, the 
amount was either certain or easily ascertainable,*’ and restitution has in at least one 
instance been denied on the express ground that the amount was uncertain.*® Several 
notions as to restitution appear to lead the courts to apply the rule as to certainty 
much more strictly in restitution cases than in damages cases. That restitution is re- 
payment in kind*® carries with it an implication that the amount must be certain; that 


amount was allowed. It may be, however, that recovery of “damages” in excess of the penalty 
of the bond is the usual practice in Illinois, Kohlsaat v. Crate, 144 Ill. 14, 32 N.E. 481 (1892). 

5 Julian Petroleum Co. v. Courtney Petroleum Co., 22 F. (2d) 360 (C.C.A. oth 1927); 
Whitelaw v. United States, 9 F. (ad) 103 (D.C. Cal. 1925). 

26 The suggestion that the county had made contracts for the sale of power might be taken 
to furnish some criterion for ascertaining the amounts of profits lost, but since the county was 
apparently unwilling to limit recovery to an amount represented by the contracts, the standard 
so presented is of only limited value. 

The attempt of the county to make use of the power company’s testimony in the injunction 
suit itself, to the effect that the power company would lose $250,000 per year if the injunction 
was not granted, is open to two objections. In the first place, the figure was stated merely as 
an estimate, and is open to the same objection of uncertainty as is any attempt to establish the 
amount of profits lost by the county. In the second place, the mere fact that the power com- 
pany may have gained $250,000 a year by reason of the injunction does not mean that the 
county lost a similar amount; to allow recovery based solely on profits gained by the injunction 
plaintiff might be to allow something more than “profits gained at the expense of the defend- 
ant,” for the defendant may not have been in a position to make the same profits. The only 
precedents wherein it is held that the amount of restitution can be measured solely by the 
amount gained are waiver of tort cases, wherein the fact that the defendant had acted tortious- 
ly may in some measure account for the decisions, Federal Sugar Refining Co. v. United States 
Sugar Equalization Board, 268 Fed. 575 (D.C. N.Y. 1920); Caskie v. Philadelphia Rapid 
Transit Co., 321 Pa. 157, 184 Atl. 17 (1936); Rest., Restitution, c. 7, Introductory note and 
§ 1(e) (1936). Where a party has acted tortiously, he may well be required to give up all he 
has gained, but where he has innocently invaded another’s right, there may be some reason for 
allowing him to retain whatever he makes in excess of the amount the other party could have 
made by exercising the right. However, since the plaintiffs in the cases cited had “waived” 
the tort, it would seem that the tortious element in the defendants’ conduct should not, strictly 
speaking, affect the measure of recovery. 

27 Cases cited in notes 12-18 supra. For a different view see Castleman v. Williams, 263 
S.W. 638 (Tex. Civ. App. 1924). 

28 Note 19 supra. 

2 Tenth Ward Road Dist. v. Texas & P.R. Co., 12 F. (2d) 245 (C.C.A. sth 1926); cf. 
United Motors Service v. Tropic-Aire, 57 F. (2d) 479 (C.C.A. 8th 19332). 
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the plaintiff must pay because he holds in trust* for the defendant means that the 
funds must be traceable and therefore certain; and the notion that the plaintiff is 
required to pay upon an implied promise* because “in equity and good conscience 
he ought to have promised,”’ can be much more easily applied where the amount is 
certain, since the imposition of an implied promise to pay an uncertain amount seems 
more arbitrary than the imposition of an implied promise to pay a sum certain. 

It may be urged, however, that a court of equity should find some difficulty with 
the proposition thus established: the power company ought to pay something, but 
because the amount it should pay is uncertain, it will not be required to pay anything 
at all. While it is true that the amount cannot be ascertained with the same degree of 
certainty that has usually characterized restitution cases, still it cannot be said that 
there is no precedent for allowing recovery. Thus, where a commissioner’s court cre- 
ated a second office of justice of the peace to serve in the same territory with the first 
justice of the peace, and the first obtained an erroneous injunction against the second’s 
taking office, the second recovered a jury’s estimate of the amount of profits lost, al- 
though there appears to have been no standard of measurement. Furthermore, the 
county in the instant case was able to present at least some criterion of measurement. 
The county alleged that it had made a number of contracts with prospective customers 
who would take an estimated half of the total production; and there is also a statement 
made by a witness for the power company in the injunction suit, to the effect that the 
power company would lose $250,000 per year if the injunction was not granted. It is 
submitted that the objections to the use of these standards of measurement? are not 
SO grave as to prevent an extension of the doctrine of restitution so as to allow recovery 
in the instant case; that any injustice inherent in the possibility that the power com- 
pany might be required to pay more than it took from the county is far outweighed by 
the manifest injustice of a complete denial of recovery. 


Labor Law—Effect of Anti-injunction Acts on Municipal Ordinances, Common- 
Law Actions, and Sherman Act—{Washington].—The defendant was prosecuted for 
violating an anti-picketing ordinance of the city of Yakima which declared it illegal to 
‘walk back and forth, loiter or remain upon the streets” in front of any business house 
for the purpose of dissuading anyone from entering such place of business.' The 


3° Love v. North American Co., 229 Fed. 103 (C.C.A. 8th 1915); Berthold-Jennings Lumber 
Co. v. St. Louis, I.M. & S.R. Co., 80 F. (2d) 32 (C.C.A. 8th 1935), cert. den. 297 U.S. 715 
(1936). 

3 Haebler v. Myers, 132 N.Y. 363, 30 N.E. 963, 964 (1892). 

# Castleman v. Williams, 263 S.W. 638 (Tex. Civ. App. 1924). The recovery is really 
restitution, but in view of the facts that it is called “damages” (recoverable on injunction 
bond) and that, as already pointed out, where damage theory is applied the measure may be 
less certain than in restitution cases, the question may be raised whether recovery would have 
been allowed if it had been necessary to call it “restitution.” 

33 Note 24 supra. 


* In addition, the ordinance provided: pickets must be citizens of the United States, must 
never have been convicted of any crime involving moral turpitude, must walk on the outer mar- 
gin of the sidewalk, and only two may picket at any one place. The maximum penalty for 
violation of the ordinance was $100 fine and ninety days imprisonment. Yakima Ord. No. 
B-301 (1939). 





RECENT CASES 389 


ordinance exempted from its provisions individuals employed for three months or more 
in the picketed place of business if they had been so employed within sixty days of the 
time of picketing. The defendant did not come within the excepted class. On appeal 
from conviction, held, the ordinance was invalid because inconsistent with the policy 
expressed in the state “Norris-LaGuardia” act. Judgment reversed. Yakima v. Gor- 
ham.? 

Abuse of the labor injunction led to the passage of both federal and state “Norris- 
LaGuardia” acts,’ which deprived courts of jurisdiction in labor disputes to enjoin 
picketing if unaccompanied by fraud or violence. The resulting restriction on the use 
of the injunction against organized labor makes resort to other devices more likely, 
namely: local ordinances, common law civil and criminal actions, and prosecutions 
and triple-damage suits under the Sherman Anti-Trust Act. 

The ordinance whose validity was in issue in the principal case is typical of recent 
municipal regulations restricting picketing. Regulations of this type are adopted 
pursuant to the municipal power to pass “all such local police . . . . regulations as are 
not in conflict with the general laws... .” of the state.’ Although texts and dicta® 
enunciate a broad rule that any ordinance is invalid if it conflicts with the policy, 
spirit, or provisions of the general laws, courts hesitate to invalidate ordinances unless 
they are clearly in conflict with statutory provisions. Such an inconsistency exists if 
the ordinance expressly prohibits what a statute expressly permits, or vice versa.’ An 


2 94 P. (2d) 180 (Wash. 1939). 

3 Among those activities defined by the federal act as non-enjoinable when occurring in any 
labor dispute and when committed by persons participating or interested therein, is the giving 
publicity to the existence of, or the facts involved in any labor dispute, by advertising, speak- 
ing, patrolling, or other methods not involving fraud and violence. 47 Stat. 70 (1932), 29 
U.S.C.A. §§ 101-15 (Supp. 1939). The following states have enacted provisions similar to 
those in the federal act: Connecticut, Idaho, Indiana, Louisiana, Maryland, Minnesota, New 
Jersey, New York, Oregon, Utah, Washington. Wisconsin has a sightly different provision. 
For a collection of state statutes see C.C.H. Lab. Law Serv., indexed at page 8001 (1939). See 
in general, Riddlesbarger, State Anti-Injunction Legislation, 14 Ore. L. Rev. sor (1935). 

4 Local Union No. 26 v. Kokomo, 211 Ind. 72, 5 N.E. (2d) 624 (1937) (all picketing pro- 
hibited); People v. Gidaly, 93 P. (2d) 660 (Cal. 1939) (picketing must be by a majority of 
employees, and by persons employed not less than thirty days); People v. Young, 2 L.R.R. 590 
(Cal. Super. Ct. Los Angeles Co. 1938) (prohibited display of banners or signs in front of a 
business house for the purpose of persuading people not to trade there). 

5 This provision of the Washington Constitution, Art. 11, § 11, is typical of the general 
grant of police power made to most municipalities. Such a grant may be made in the state 
constitution, in statutes, Ill. Rev. Stat. (1939), c. 24, § 65.65, or by charter provision, Ex parte 
Stout, 82 Tex. Crim. 183, 198 S.W. 967 (1917). 

6 Marengo v. Rowland, 263 Ill. 531, 534, 105 N.E. 285, 286 (1914); People ex rel. Russell v. 
Andrews, 339 Ill. 157, 159, 171 N.E. 137, 138 (1930); 2 McQuillin, Municipal Corporations 
§ 685 (1939). 

7 Levering v. Park Com’r, 134 Md. 48, 106 Atl. 176 (1919) (ordinance permitted profes- 
sional baseball games on Sunday while a statute forbade work and labor on Sunday). See 
Struthers v. Sokol, 108 Ohio St. 263, 140 N.E. 519 (1923) (acts punishable in the liquor statute 
not punished in the ordinance, and acts punished in the ordinance were not punished by the 
statute). But see State v. Brown, 142 Md. 27, 119 Atl. 684 (1922) (statute required drivers to 
yield right of way to cars approaching the intersection from the right, but ordinance granted 
absolute right of way to fire apparatus). 
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inconsistency does not exist if the ordinance merely provides for “additional regula- 
tion” of the activities already regulated by the statute.* The power to make “addi- 
tional regulations,” however, does not include the power to prohibit absolutely the 
general activity the abuse of which the legislature purports to regulate.° 

Prior to the passage of the “Norris-La Guardia” acts anti-picketing ordinances were 
generally held to be a valid exercise of municipal police power." The enactment in 
many states of the “Norris-La Guardia” acts has brought about a tendency to in- 
validate such ordinances. The path to such a result is somewhat obstructed by the 
wording of the statute, which does not legalize picketing but merely makes it non- 
enjoinable. 

Thus, some courts have held that all remedies other than the injunction remain 
unaffected." Under this view, a criminal ordinance forbidding picketing by non- 
employees is not inconsistent with the state statute.'* But even in these jurisdictions 
courts are often swayed by the change in public opinion manifested by the passage of 
the act and tend to be more ready to strike down some provisions in anti-picketing 
ordinances on other grounds such as violation of due process." Thus, regulations re- 
quiring a picket to carry a photograph of himself, to be able to read and write, and to 
be a resident of the city for a year and a citizen of the United States have been held to 


® Seattle v. Procter, 183 Wash. 299, 48 P. (2d) 241 (1935) (ordinance declaring unlawful the 
deceptive use of the word “value” in advertising to convey the meaning that the article was 
once sold for a higher price, and statute making unlawful untrue, deceptive, and misleading 
advertisements); Birmingham v. West, 236 Ala. 434, 183 So. 421 (1938) (statute requiring 
vaccination of dogs unless kept in an enclosure, on a leash, or muzzled, and ordinance requiring 
vaccination of all dogs); Repass v. Richlands, 163 Va. 1112, 178 S.E. 3 (1935) (state liquor 
license does not give licensee right to operate a liquor store in violation of an ordinance pro- 
hibiting them within 300 feet of a school); 2 McQuillin, Municipal Corporations § 683 (1939). 
Legislative intent to exclude all local regulation will be given effect, Seattle Electric Co. v. 
Seattle, 78 Wash. 203, 138 Pac. 892 (1914) (intent implied where commission set up to enforce 
the statute). 


* Nat’l Amusement Co. v. Johnson, 270 Mich. 613, 259 N.W. 342 (1935), noted in 14 Mich. 
State B. J. 368 (1935) (ordinance expressly prohibited all physical endurance contests while a 
statute regulated them); Shelton v. Shelton, 111 Conn. 433, 150 Atl. 811 (1930) (ordinance 
prohibited sale of raw milk but statute contained regulations on its production); Ward v. 
Markstein, 196 Ala. 209, 72 So. 41 (1916) (an ordinance in form regulatory but really amount- 
ing to a prohibition of activity recognized by the state liquor act). 


1° Ex parte Stout, 82 Tex. Crim. 183, 198 S.W. 967 (1917); Thomas v. Indianapolis, 195 
Ind. 440, 145 N.E. 550 (1924); Ferguson v. Peake, 18 F. (2d) 166 (App. D.C. 1927); see Hall v. 
Johnson, 87 Ore. 21, 169 Pac. 515 (1917). 


*t Dehan v. Hotel & Restaurant Employees, 159 So. 637 (La. App. 1935); Aberdeen Restau- 
rant Co. v. Gottfried, 158 Misc. 785, 285 N.Y. Supp. 832 (1935); Constitutionality of State 
Statute Limiting Injunctions in Labor Dispute, 46 Yale L.J. 1064, 1066 (1937). 

+2 See Int’l Ladies Garment Workers Union v. Westminster, 1-A, L.R.R. Man. 684 (Md. 
C.C. Carrol Co. 1937). 


*3 Nield, State of Md. ex rel. v. Kimble, r-A, L.R.R. Man. 682 (Md. C.C. Alleghany Co. 
1937). Even in states which have not passed “Norris-La Guardia” acts the courts have been 
more ready to strike down anti-picketing ordinances, Diemer v. Weiss, 343 Mo. 626, 122 S.W. 
(2d) 922 (1938); People v. Gidaly, 93 P. (2d) 660 (Cal. 1939). 
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be invalid on these grounds.'* In other jurisdictions the courts have found in the state 
“‘Norris-LaGuardia” act an implied intent to legalize the non-enjoinable activity and 
to free it from all civil and criminal sanctions.‘ Under this construction an ordinance 
declaring it to be illegal for non-employees to picket will be held inconsistent with the 
statute. Even here, however, it would seem that the municipality has the power to 
make “additional regulations.” Thus, courts might uphold ordinances directed toward 
insuring picketing without fraud or violence. Even the qualifications of pickets might 
be prescribed, if reasonably related to avoiding fraud or violence.** Moreover, where 
courts hold that in spite of the “Norris-LaGuardia” act all picketing, violent or peace- 
ful, may be enjoined when sufficient violence has occurred to convince the court that 
peaceful picketing is bound to result in violence,'? the municipality might also have 
power to apply sanctions. 

The court in the instant case evidently feels that the anti-injunction statute, by 
denying use of the most effective remedy against the non-enjoinable activities ex- 
presses a positive policy in favor of them. Local ordinances making picketing criminal 
definitely contravene this policy. Along with provoking employees into the same open 
defiance and disrespect for government which often accompanied injunctions pro- 
hibiting such acts,"* the wholesale arrests which may ensue will too often give the em- 
ployer an undue advantage by breaking up the picket line and consequently the 
strike.'® Thus there may follow a recurrence of those evils which the statute sought to 
eliminate. It would further seem that the general status of labor should not be left to 
the varying regulations of municipalities easily influenced by the demands of local 
manufacturers and by the desire to attract new industry. Nor will invalidation of these 
ordinances destroy municipal power to prevent breach of the peace since the “addi- 
tional regulation” doctrine will permit all necessary restrictions. 


The result in the instant case therefore seems to be sound although the reasoning 
employed by the court may be open to question. In spite of its previous decision that 
the state “Norris-La Guardia” act was a violation of the constitutional doctrine of 
separation of powers,”* the court here invalidated the ordinance as inconsistent with 
the state “‘Norris-La Guardia” act.* It countered the contention that an unconstitu- 


ee State of Md. ex rel. v. Kimble, 1-A, L.R.R. Man. 682 (Md. C.C. Alleghany Co. 
1937)- 

8 Local Union No. 26 v. Kokomo, 211 Ind. 72, 5 N.E. (2d) 624 (1937); Eastwood-Neally 
Co. v. Int’l Ass’n, 124 N.J. Eq. 274, 1 A. (2d) 477 (1938); Fenske Bros. v. Upholsterers’ Int’! 
Union, 358 Ill. 239, 246, 193 N.E. 112, 115 (1934). 

*6 Although some regulations of the qualifications of pickets have been held invalid as 
arbitrary classifications (see note 14 supra), a regulation such as the one contained in the Yaki- 
ma ordinance (see note 1 supra) which prohibited picketing by individuals convicted of any 
crime involving moral turpitude, would seem to be a valid additional regulation, that is, if 
moral turpitude is not defined too broadly. It should not meet any objection as being an 
arbitrary classification. 

*7 Busch Jewelry Co. v. United Retail Employees Union, Local 830, 22 N.E. (2d) 320 
(N.Y. 1939), noted in 7 Univ. Chi. L. Rev. 171 (1939). 

*8 Witte, The Government in Labor Disputes 298 (1932). 

19 36 Col. L. Rev. 153, 154 (1936). 

2° Blanchard v. Golden Age Brewing Co., 188 Wash. 397, 63 P. (2d) 396 (1936). 


21 Cf. Adams v. Walla Walla (Super. Ct. Walla Walla Co. 1938), digested in C.C.H. Lab. Law 
Serv. J 18151 (1938). 
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tional statute is a nullity by the argument that the provision of the act making stranger 
picketing non-enjoinable was declaratory of the common law as applied to the present 
case and was therefore constitutional. This position seems questionable in view of 
prior Washington decisions which held picketing within one hundred feet of a place of 
business to be illegal and enjoinable;** the picketing in the instant case was within this 
limit.*3 Likewise, the reliance by the court on an Indiana case* involving a similar issue 
seems questionable since that court held its anti-injunction act constitutional. The 
self-contradiction involved in these decisions by the Washington court may be due to 
recent changes in the court’s personnel;*5 it is noteworthy that a dissenting justice in 
the earlier case dealing with the anti-injunction act wrote the majority opinion in the 
present case. Perhaps the result in Yakima v. Gorham presages a reversal of the prior 
decision on the constitutionality of the statute. 

With frustration of municipal restrictive ordinances, employers will resort to civil 
damage suits and criminal prosecutions against union members engaging in non- 
enjoinable conduct which was illegal at common law in order to nullify the effect of the 
Norris-LaGuardia Act.** Those courts which construe the act to legalize such conduct 
indicate that to some extent it is no longer actionable or criminal at common law. And 
even courts adopting the contrary construction, because of the change in policy evi- 
denced by passage of the “Norris-LaGuardia” acts, may arrive at a similar result 
through redefinition of “peaceful picketing” and “lawful means.” An analogy which 
lends support to these extensions of the act’s policy is found in earlier state decisions 
which interpreted similar provisions in the state “Clayton” acts to affect substantive 
rights as well as the injunctive remedy.?’ The fact that the act is a civil statute should 
not prevent extension of its policy to limit criminal liability.** Nor does the statute 
reveal a legislative intent opposed to such a construction. The original act passed by 


2 Sterling Chain Theaters v. Central Labor Council, 155 Wash. 217, 283 Pac. 1081 (1930); 
Adams v. Local No. 400, 124 Wash. 564, 215 Pac. 19 (1923). See also Kimbel v. Lumber & 
Saw Mill Workers Union, 189 Wash. 416, 65 P. (2d) 1066 (1937). 

*3 Brief for appellant, at 6, Yakima v. Gorham, 94 P. (2d) 180 (Wash. 1939). 

*4 Local Union No. 26 v. Kokomo, 211 Ind. 72, 5 N.E. (2d) 624 (1937). 


*5In the earlier case, which held the state “Norris-La Guardia” act unconstitutional, 
Steinert, Holcomb, Tolman, Geraghty, Main, and Mitchell were in the majority, with Blake, 
Millard, and Beals dissenting. Blanchard v. Golden Age Brewing Co., 188 Wash. 396, 63 P. 
(2d) 397 (1936). In the instant case Blake, Millard, Beals, Geraghty, Robinson (appointed 
since the Blanchard case), Simpson (appointed since the Blanchard decision), are in the 
majority; Main and Steinert dissented. 

6 Courts have held illegal activity which certainly would not be enjoinable under the injunc- 
tion acts as fraudulent or violent. See Bull v. Int’l Alliance, 119 Kan. 713, 241 Pac. 459 (1925) 
(peaceful patrolling by solitary individual held illegal); Greenfield v. Central Labor Council, 
104 Ore. 236, 207 Pac. 168 (1922) (calling in loud tones to prospective customers not to 
patronize a business held illegal); Witte, The Government in Labor Disputes 53 (1932). 

#7 Ariz. Rev. Stat. (1913), 4] 1464, construed in Truax v. Bisbee, 19 Ariz. 379, 171 Pac. 
121 (1918), commented on in Truax v. Corrigan, 257 U.S. 312, 328 (1921); Ill. Rev. Stat. 
(1939), c. 48 § 2a, construed in Fenske Bros. v. Upholsterers Int’l Union, 358 Ill. 239, 193 N.E. 
112 (1934). See also Brandeis’ dissent in Duplex Printing Press Co. v. Deering, 254 U.S. 443 
(1921). 

**See Parker v. Barnard, 135 Mass. 116 (1883); Lowndes, Civil Liability Created by 
Criminal Legislation, 16 Minn. L. Rev. 361 (1932). 
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Congress was aimed at the remedy and not the substantive right, partly, because 
under the Rules of Decisions Act federal courts follow state substantive law. Failure to 
describe the non-enjoinable acts as “lawful” or “legal” may have been due, in part, to 
the fact that the court had seized on the words “lawful” and “legal” in the similar pro- 
vision of the Clayton Act to justify the construction that the statute was merely 
declaratory of the common law.’ It is unlikely that state legislatures attached any 
different meaning from that of Congress to the similar provisions in their state “Norris- 
LaGuardia” acts. Moreover, in view of the construction often put upon the injunction 
provision in state “Clayton” acts,?¢ the state legislatures may have anticipated the pos- 
sibility of courts’ construing the state “‘Norris-La Guardia” acts as changing substan- 
tive common law rights.* 

In addition to the ordinance and the common law action, the civil and criminal 
sanctions** of the Sherman Anti-Trust Act may be employed to restrict labor ac- 
tivities.s3 Although the Norris-La Guardia Act has been held to modify the Clayton 
Act and to restrict the right to an injunction where there has been a violation of the 
Sherman Act,34 it has not been held to destroy the civil or criminal causes of action 
against certain union activities*s under the anti-trust provisions. 


29 Witte, The Federal Anti-Injunction Act, 16 Minn. L. Rev. 638, 645 (1932). 
3° See note 27 supra. 


3! Cf. Senn v. Tile-Layers Protective Union, 301 U.S. 468 (1937). There the statute ex- 
pressly legalized the activity. If such a statute is constitutional, it is difficult to see why one 
from which legalization is inferred should not likewise be constitutional. But see Truax v. 
Corrigan, 257 U.S. 312 (1921). 

3 Liability under criminal provision has been, to some extent, rendered nugatory by a 
restriction on use of the funds appropriated for enforcement of the Sherman Act. See Frank- 
furter and Greene, The Labor Injunction, 140-1 (1930). 

33 50 Stat. 693 (1937), 15 U.S.C.A. § 1 (Supp. 1939) (criminal provision against combina- 
tions in restraint of trade); 38 Stat. 731 (1914), 15 U.S.C.A. § 15 (1927) (provision for allowing 
suit by private individuals for damage suffered by reason of the doing of acts forbidden by the 
statute); 38 Stat. 731 (1914), 15 U.S.C.A. § 17 (1927) (provision stating that nothing shall be 
construed to forbid the existence and formation of labor organizations for purposes of mutual 
help). For a general discussion of the application of these provisions to labor see Berman, 
Labor and the Sherman Act (1930); Witte, Government in Labor Disputes 61 (1932); C.C.H. 
Lab. Law Serv. 9 532-6 (1939); 43 Harv. L. Rev. 459 (1930). 


34M. and M. Wood Working Co. v. Plywood & Veneer Workers Local Union No. 102, 23 
F. Supp. 11 (Ore. 1938); Donnelly Garment Co. v. Int’l Ladies Garment Workers Union, 99 
F. (2d) 309 (C.C.A. 8th 1938). See Diamond Full Fashioned Hosiery Co. v. Leader, 20 F. 
Supp. 467 (Pa. 1937); Union Premier Food Stores v. Retail Food C. & M. Union, 98 F. (2d) 
821 (C.C.A. 3d 1938). But see Apex Hosiery Co. v. Leader, 90 F. (2d) 155 (C.C.A. 3d 1937), 
overruled in Leader v. Apex Hosiery Co., C.C.H. Lab. Law Serv. 4 18482 (C.C.A. 3d 1939); 
Wilson & Co. v. Birl, 27 F. Supp. 915 (Pa. 1939); Fehr Baking Co. v. Bakers’ Union, 20 F. 
Supp. 691 (La. 1937); Levering & Garrigues Co. v. Morrin, 71 F. (2d) 284 (C.C.A. 2d 1934); 
Cinderella Theater Co. v. Sign Writers’ Local Union, 6 F. Supp. 164 (Mich. 1934); Grace Co. 
v. Williams, 96 F. (2d) 478 (C.C.A. 8th 1938). It seems that Congress intended Section 105 of 
the Norris-La Guardia Act to prevent issuance of injunctions under the Sherman Anti-Trust 
Act, H.R. Rep. 669, 72d Cong. 1st Sess. (1932). 

35 It has been suggested that the Norris-LaGuardia Act makes non-enjoinable activities 
which have been held to constitute a violation of the Sherman Act such as: refusing to work 
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In determining whether the Norris-LaGuardia Act by implication exempts the non- 
enjoinable activities from all penalties under the Sherman Act, the court might recon- 
sider the original doubt as to the applicability of the Sherman Act to labor, the at- 
tempt in the Clayton Act to obtain for labor more favorable treatment under the 
Sherman Act,3? the severe civil penalties in the act, and the unpopularity of criminal 
prosecutions under its provisions.** The widespread criticism of the decision in Bedford 
v. Journeymen Stonecutters’ A ssociation,’® where acts, now non-enjoinable, were held to 
violate the Sherman Anti-Trust Act, suggest the desirability of a change in application. 
It is arguable that the Norris-LaGuardia Act does not reveal an intent to leave the 
non-enjoinable activities subject to Sherman Act penalties, but that it cautiously 
avoids any exemption merely as a tactical maneuver in order to avoid conflict with 
Truax v. Corrigan. 

Since repeals by implication are not favored,* it is unlikely that the Supreme Court 
will hold that the Norris-La Guardia Act fully repeals the Sherman Act in its applica- 
tion to non-enjoinable union activities. But some relaxation of the strict application of 
the Sherman Act to organized labor may result‘ from redefinition of “direct restraint”’ 
and “intent to restrain,” and by applying the flexible “rule of reason” found in this 
“charter of freedom,” in a manner influenced by changes in the standards of the 
times.‘ 


Procedure—Counterclaim to Action by Partners—{Federal].—In a suit by members 
of a partnership upon an obligation owed the firm, the defendant sought to counter- 
claim separate causes of action against each member of the firm. Held, counterclaims 


on non-union goods shipped in interstate commerce, Bedford v. Journeyman Stonecutters 


Ass’n, 274 U.S. 37 (1927); picketing and striking when a union seeks to prevent one manu- 
facturer from dealing with a non-union manufacturer in the same trade or industry, Duplex 
Printing Press Co. v. Deering, 254 U.S. 443 (1921). Christ, Federal Anti-Injunction Bill, 26 
Til. L. Rev. 516, 523 (1932). 

3¢ Sharp, review of the book, Labor and the Sherman Act, 21 Am. Econ. Rev. 335 (1931). 
, 37 3 Stat. 731 (1914), 15 U.S.C.A. §17 (1927); 38 Stat. 738 (1914), 29 U.S.C.A. § 52, 

1927 

38 Freund, Standards of American Legislation 223 (1917). 

39 274 U.S. 37 (1927), and Brandeis’ dissent, at 56; The Stonecutter’s Case—Strikes on 
“Unfair” Material Entering Interstate Commerce, 37 Yale L.J. 84 (1927); 43 Harv. L. Rev. 
459 (1930); 40 Harv. L. Rev. 1154 (1927); 4 Wis. L. Rev. 250 (1927). 

4° This decision indicated that the court would regard it a violation of due process to take 
away all remedy against such activity as picketing. It should be noted that the decision may 
be interpreted to rest on the libelous features of the picket’s signs. 257 U.S. 312 (1921). 

4* Stewart v. United States, 106 F. (2d) 405 (C.C.A. oth 1939); Borquist v. Ferris, 112 
N.J. Eq. 557, 165 Atl. 417 (1933); State ex rel. Geo. Peck Co. v. Brown, 340 Mo. 1189, 105 S.W. 
(2d) 909 (1937); 1 Sutherland, Statutory Construction § 247 (2d ed. 1904); 1 Cooley, Constitu- 
tional Limitations 316 (8th ed. 1927); Repeal or Amendment Implied from Later Inconsistent 
Enactment, 37 Col. L. Rev. 292 (1937). 

# Labor and the Sherman Act, 49 Yale L. J. 518 (1940); Gregory, Labor’s Coercive Ac- 
tivities under the Sherman Act—The Apex Case, 7 Univ. Chi. L. Rev. 347 (1940). 

43 Appalachian Coals Co. v. United States, 288 U.S. 344, 359-60 (1933). “As a charter of 
freedom, the Act has a generality and adaptability comparable to that found to be desirable in 
constitutional provisions.” 
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permissible under Rule 13(c) of the Federal Rules of Civil Procedure.t Abraham ». 
Selig.? 

Counterclaims, by means of which a defendant can obtain a separate judgment in 
the same suit, are a creation of modern codes. In actions at law, before the codes, a 
defendant could obtain recoupment by asserting facts which reduced the amount of the 
plaintiff’s claim, or set-off, by interposing a separate claim which diminished the 
amount of the plaintiff’s recovery.’ Since the use of the latter device was restricted to 
claims which were “mutual,” the set-off of partnership and individual claims was not 
permitted.* Thus, where suit was brought upon an obligation due the partnership, a 
defendant could not, because some plaintiffs were not liable to the defendant, set off a 
several claim against an individual member. Inasmuch as set-off, by definition, in- 
volves the rendering of a single judgment for the difference between the two claims, to 
permit such a remedy in this situation would in effect amount to an appropriation of 
partnership assets for the benefit of the individual partner.’ While courts of equity 
generally followed the requirements of the set-off statutes, exceptions were recognized 
under certain circumstances.‘ 

Although a few states still retain the set-off as a separate remedy,’ the typical code 
provision has replaced it with the counterclaim.* With respect to the limitation as to 
parties, most codes require that the counterclaim be one “. . . . in favor of a defendant 
and against a plaintiff between whom a several judgment might be had in the action.’’? 
Such provisions have been interpreted to permit counterclaims only if a separate judg- 
ment could be had on the original cause of action between those parties affected by the 
defendant’s counterclaim.'* Under such an interpretation the decision in the instant 
case cannot be reached; for since partners are ordinarily jointly interested in the 
original partnership claim," a judgment cannot be rendered in favor of one of them.” 


Conversely, where suit is brought upon a partnership obligation in a jurisdiction in 
which partnership liability is joint and several, a partner should be able, because judg- 


t 28 U.S.C.A. following 723(c) (Supp. 1939). 

2 a9 F. Supp. 52 (N.Y. 1939). 

3 Clark, Code Pleading 436-40 (1928). 

4 Waterman, Set-off 251 (ad ed. 1872). 

5’ Rush v. Thompson, 112 Ind. 158, 13 N.E. 665 (1887); Jones v. Vinal Haven Steamboat 
Co., 90 Me. 120, 37 Atl. 879 (1897); Kleinschmidt v. White, 159 Okla. 234, 15 P. (2d) 127 
(1932). 

6 Wallenstein v. Selizman & Co., 7 Bush. (Ky.) 175 (1870) (nonresidence of the firm); 
Seligmann v. Heller Bros. Clothing Co., 69 Wis. 410, 34 N.W. 232 (1887) (insolvency of the 
firm). 

7 Ky. Codes Ann. (Carroll, 1932) Civ. Prac. § 96; Okla. Stat. (Harlow, 1931) § 208; R.I. 
Gen. Laws (1938) 521, § 2. 

® Clark, Code Pleading 445 (1928). 

9 Cal. Code Civ. Proc. (Deering, 1937) § 438; see also Colo. Code. Civ. Proc. Ann. (Michie, 
1935) § 63; Idaho Code Ann. (1932) § 5-613; Minn. Stat. (Mason, 1927) § 9254. 

1° Pomeroy, Code Remedies 1020 (sth ed. 1929). 

*t Mechem, Partnership 125 (2d ed. 1920). 

+2 Peck v. Snow Church & Co., 47 Minn. 398, 50 N.W. 470 (1891); Kentling & Kentling v. 
Magers, 256 S.W. 528 (Mo. App. 1923); Yankelewitch v. Beach, 115 Cal. App. 629, 2 P. (2d) 
498 (1931); see Woolman v. Capital Nat’l Bank, 2 Colo. App. 454, 31 Pac. 235 (1892). 
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ment might have been rendered against him alone in the original action, to interpose an 
individual claim against the plaintiff. 

In a few states it has been recognized that the problem of the use of the counter- 
claim is merely one aspect of the broader problem of joinder of causes of action.‘4 These 
jurisdictions have enacted provisions which would seem to remove all restrictions, both 
as to substance and parties, from the pleading of counterclaims.** Danger of prejudice 
to parties is guarded against by vesting broad powers of severance in the trial court."* 

Prior to the promulgation of the new Federal Rules, set-off and counterclaim prac- 
tice in actions at law in the federal courts was governed by the laws of each state;"7 
federal equity practice, on the other hand, was regulated by Rule 30 of the Federal 
Equity Rules.** Both Rules 13(a)** and (b)** of the new rules, expanding the liberal 
equity rule to include what were formerly actions at law, render counterclaims plead- 
able against any opposing party. In addition, Rule 13(c)* negatives the restriction of 
the remedy to the limitations of set-off, for it expressly provides that the counterclaim 
need not diminish or defeat the recovery sought by the plaintiff. 

The problem of interposing partnership against individual claims or obligations 
may arise in a number of situations. In suits between individuals, the ultimate test for 
the admission of counterclaims, under both the typical code provision and the more 
liberal procedure exemplified by the federal rules, would seem to be whether or not the 
defendant might bring a separate suit upon the claim which he asserts. Thus, where a 
partner brings suit upon an obligation owed him personally and the defendant counter- 
claims with a claim which he has against the firm, the state law of partnership govern- 
ing the liability of individual partners for the debts of the firm would determine the 
admissibility of the counterclaim.** Conversely, the ability of a partner sued upon a 


13 Burton v. Blytheville Realty Co., 108 Ark. 411, 158 S.W. 131 (1913); Columbia Taxicab 
Co. v. Mercurio, 236 S.W. 1096 (Mo. App. 1921); Boeger & Buchanan v. Hagen, 204 Iowa 435, 
21s N.W. 597 (1927). 

*4 Recent Trends in Joinder of Parties, Causes, and Counterclaims, 37 Col. L. Rev. 462 
(1937). 

15 Ill. Rev. Stat. (1939) c. 110, § 162; N.Y. Civ. Prac. Act (Cahill, 1937) § 266. 

6 Til. Rev. Stat. (1939) c. 110, § 168; N.Y. Civ. Prac. Act (Cahill, 1937) § 262. 

17 Davis v. Bessemer City Cotton Mills, 178 Fed. 784 (C.C.A. 4th 1910). 

*® Rule zo: “. . . . The answer must state . . . . any counterclaim arising out of the subject 
matter of the sui: and may .. . . set up any set-off or counterclaim against the plaintiff which 
might be the subject of a separate suit in equity against him, ....” 28 U.S.C.A. following 
§ 723 (1928). 

19 Rule 13(a): “A pleading shall state as a counterclaim any claim . . . . which at the time 
of the pleading the pleader has against any opposing party, if it arises out of the transaction or 
occurrence that is the subject matter of the opposing party’s claim = 

* Rule 13(b): “A pleading may state as a counterclaim any claim against an opposing 


party not arising out of the transaction . . . . that is the subject matter of the opposing party’s 
claim.” 


# Pomeroy, Code Remedies 1014 (sth ed. 1929). 


*3 Coats v. Milner, 134 Ark. 311, 203 S.W. 701 (1918); Rath v. Kelly, 246 Mich. 25, 224 
N.W. 377 (1929). 








24 
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personal obligation to interpose a right of action which his firm has against the plain- 
tiff, depends upon his right to sue upon the firm claim.*4 

Where, however, all members of the partnership are parties to the original suit, 
either as plaintiffs or defendants, the only obstacle to the pleading of counterclaims, 
under the liberal practice established by the new Federal Rules, would seem to be the 
practical considerations of trial convenience and possible prejudice to the parties. 
Rule 13(a) provides that any cause of action arising out of the transaction which forms 
the basis of the plaintiff’s complaint must be pleaded by the defendant;*5 since a coun- 
terclaim offered under this provision will usually raise issues closely connected with 
those presented by the complaint, the avoidance of duplication which would result 
from separate trials would seem to outweigh any disadvantages the parties might suffer 
from the joinder. On the other hand, Rule 13(b) permits the defendant to counter- 
claim any other cause of action which he has against an opposing party.** Since a 
counterclaim offered under this provision may involve matters entirely foreign to the 
complaint, presentment of complicated and unrelated issues to the jury may seriously 
prejudice parties not otherwise concerned with the defendant’s cause of action. This 
would seem to present a proper situation for the exercise of the court’s power of 
severance under Rule 42(b).*7 While the report of the opinion in the instant case fails 
to disclose the substantive nature of the counterclaims pleaded, the court evidently 
felt that the issues which they raised were sufficiently connected with those presented 
by the complaint to justify a settlement of all claims in one trial. 


Procedure—Federal Venue Statute—Appointment of Agent for Service of Process 
Pursuant to State Law as Waiver of Improper Venue—{Federal].—The complainants, 
stockholders in United Shipyards Incorporated, brought suit against that company, 
certain of its officers, and the Bethlehem Shipbuilding Corporation. Complainants 
were citizens of New Jersey, Bethlehem was a Delaware corporation, and all other 
defendants were residents of New York. Suit was brought in the District Court for the 
Southern District of New York where Bethlehem had its main executive offices and 
where it had appointed an agent for service of process to fulfill the requirements of the 
New York corporation law. Bethlehem moved to quash the service of process on the 
ground of non-compliance with Section 51 of the Judicial Code* which provides: 

. . where jurisdiction is founded only on the fact that the action is between citizens 
of different states, suit shall be brought only in the district of residence of either the 
plaintiff or the defendant... .. ” On certiorari from an affirmance? of an order dis- 


24 McGuire v. Lamb, 2 Idaho 378, 17 Pac. 749 (1888); Hallam v. Henkin, 31 S.D. 637, 141 
N.W. 784 (1913); Heinrich v. Kirby, 64 Mont. 1, 208 Pac. 897 (1922). 

8 Note 19 supra. 26 Note 20 supra. 

27 Rule 42(b): “The court in furtherance of convenience or to avoid prejudice may order a 
separate trial of any claim, cross-claim, counterclaim, or third party claim. ... . 

*N.Y.L. 1892, c. 687, pp. 1805-6; substantially reenacted in N.Y. Gen’l Corp. Law § 210. 

2 49 Stat. 1213 (1936), 28 U.S.C.A. § 112 (Supp. 1939). For comment on the effect of the 
instant case on construction of other federal venue statutes (listed in 3 Moore, Federal Prac- 
tice § 105 (1938)) see Federal Venue Requirements for Foreign Corporations, 49 Yale L. J. 
724, 726, 729 (1940). 

3 Neirbo Co. v. Bethlehem Shipbuilding Corp., 103 F. (2d) 765 (C.C.A. ad 1939). 
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missing the suit as to Bethlehem, held, the designation by a foreign corporation pur- 
suant to a state law of an agent on whom process may be served amounts to a “consent 
to be sued”’ in that state and a waiver of the venue privileges of the federal statute. 
Reversed and remanded. Neirbo Co. v. Bethlehem Shipbuilding Corp.‘ 

Under the first Judiciary Act’ suit based on diversity of citizenship might be brought 
in the district of residence of either the plaintiff or defendant, or in the district in which 
service of process was had upon the defendant. By judicial decision a defendant also 
became subject to suit in any district in which he had consented to be sued. When 
states enacted laws requiring citizens of other states and foreign corporations doing 
business within their borders to appoint agents for service of process,’ the question 
arose whether compliance with such a statute subjected a non-resident to suit in the 
federal court of the district of residence of the agent which is appointed. 

In Ex parte Schollenberger* the United State Supreme Court held that service upon 
an agent actually appointed pursuant to such a state law gave the federal court per- 
sonal jurisdiction over a corporate defendant and that by consenting to service of 
process within the state the corporation had “consented to be found” within the 
district for the purposes of federal venue. After the deletion of the clause of the 
Judiciary Act which had permitted suits in any district in which the defendant could be 
found and served,* the Supreme Court held upon several occasions that a corporation 
could not be sued in a state in which it was doing business and had appointed an agent 
for service of process.'® The pressure of business on overburdened federal courts was 
probably one reason for these decisions.” 

At the present time, the volume of federal litigation has been much reduced.” It is 
therefore practical to permit a greater number of litigants to take advantage of the 
procedure and supposed greater competence of federal tribunals.'** The Supreme 


460 S.Ct. 153 (1939) followed in Oklahoma Packing Co. v. Oklahoma Gas & Electric Co., 
60 S.Ct. 215 (1939). 

5 x Stat. 79 (1789). 

6 Ex parte Schollenberger, 96 U.S. 369 (1877); Central Trust Co. v. McGeorge, 151 U.S. 
129 (1894); Interior Construction Co. v. Gibney, 160 U.S. 217 (1895); Commercial Ins. Co. v. 
Stone Co., 278 U.S. 177 (1929); cf. United States v. Hvoslef, 237 U.S. 1 (1915). 

7 Henderson, The Position of Foreign Corporations in American Constitutional Law, c. 5 
(1918). 

8 96 U.S. 369 (1877). 9 24 Stat. 552 (1887); 25 Stat. 434 (1888). 


*° Shaw v. Quincy Mining Co., 145 U.S. 444 (1892); Southern Pacific Co. v. Denton, 146 
U.S. 202 (1892); In re Keasbey & Mattison Co., 160 U.S. 221 (1895). These cases were fol- 
lowed in the lower court decisions cited in the opinion of the principal case, 60 S. Ct. 157, 
note 16. The Schollenberger case continued to be good law insofar as it held that service of 
process on an agent of corporation appointed pursuant to state law gave a federal district 
court jurisdiction over the person of the defendant. 

tt In 1890 there were 1816 cases pending before the Supreme Court and 54,194 cases pending 
before the lower federal courts. Frankfurter and Landis, The Business of the Supreme Court 
60 (1927). 

*2 Frankfurter and Landis, op. cit. supra note 11, at cc. 2, 3, 5-7. Moreover the overruling 
of Swift v. Tyson, 16 Pet. (U.S.) 1 (1842) by Erie R. Co. v. Tompkins, 304 U.S. 64 (1938) 
may further decrease the business of the federal judiciary. 

*3 See generally 31 Mich. L. Rev. 60-5 (1932); 38 Col. L. Rev. 1472-84 (1938). 
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Court’s decision in the instant case marks a first step in the extension of such permis- 
sion. No longer will a corporation of one state doing business in a second state and 
having officers who are residents of the state in which it is doing business have any real 
option to bar a resident of a third state from suing it and its officers in a federal court." 
Nor will a corporation organized in one state and doing business in a second state, have 
discriminatory advantages in determining the place of trial when it is suing or being 
sued by a resident of the second state.’ On the contrary the present decision will have 
the opposite effect of discriminating against a corporation organized in one state and 
doing business in another; non-residents of the state in which the corporation is doing 
business will have the unrestricted right to sue the corporation in the federal courts of 
the state in which it is doing business; conversely the corporation will not be able to 
sue such non-residents in the federal courts of the state in which it is doing business 
unless they consent to the suit. 

The Supreme Court reached the result in the present case on the theory that the 
corporation by doing business in New York and appointing an agent there for service 
of process had “‘consented to be sued” in New York. As applied here the consent the- 
ory is subject to all the theoretical objections which caused its abandonment as a 
rationale in suits against foreign corporations in state courts.'* In the principal case 
the corporation had actually appointed an agent on whom process could be served and 
had thereby given some kind of consent; but the problem will arise whether a corpora- 
tion will be deemed to have consented to be sued in the federal district courts of a state 
in which it is doing business if the corporation statute of such state merely provides 
that service upon the secretary of state shall bind foreign corporations doing business 
within the state. Moreover, the New York courts have interpreted the designation of 
an agent as a “true contract” permitting suit in New York ;*’ should a state court assert 


that a corporation by appointing an agent for service of process submits to state regula- 
tion, but does not “contract” to appoint an agent for service,"* the basis of the present 
decision might well be deemed inapplicable. The inability of the state to exclude cor- 


"4 Compare the situation in Platt v. Massachusetts Real Estate Co., 103 Fed. 705 (C.C. 
Mass. 1900). 


*5 Under the former rule a corporation organized in State I and doing business in State IT 
might sue a resident of State IT in either the state or federal courts of State IT; and if it were 
sued by a resident of State II in the state courts of State II, it might at its option remove to 
the federal courts of State II. Similarly the resident of State IT might sue the corporation in 
either the state or federal courts of State I, and if sued by the corporation in State I might re- 
move to the federal courts of State I. Since the convenience of both the resident of State IT 
and the corporation organized in State I and doing business in State II would generally be best 
served by suit in State II, most suits between the resident and the corporation would doubtless 
be maintained in State II. Such being true, the corporation doubtless had the opportunity of 
determining in a majority of cases whether suit should be maintained in the state or federal 
courts. 


*6 Henderson, op. cit. supra note 7, at c. 5; Cahill, Jurisdiction over Foreign Corporations 
and Individuals Who Carry on Business within the Territory, 30 Harv. L. Rev. 676 (1917); 
Scott, Jurisdiction over Non-Residents Doing Business within the State, 32 Harv. L. Rev. 871 
(1919). 

17 Bagdon v. Philadelphia & Reading Coal & Iron Co., 217 N.Y. 432, 111 N.E. 1075 (1916). 

18 See, e.g., Mergenthaler Linotype Co. v. Griffin, 226 Ky. 159, 10 S.W. (2d) 633 (1928). 
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porations doing an interstate business,‘ makes the consent theory inappropriate as a 
basis for suit against them in the federal courts, unless they have filed actual consent 
to be sued. If the foreign corporation accompanies its appointment of an agent for 
service of process with a stipulation that it does not thereby intend to waive its 
privileges of federal venue, will this stipulation affect the right to bring suit against it 
in the federal courts? Does the consent to be sued apply to all causes of action or only 
to those which arose out of business done in the state requiring the appointment? Or 
can appointment pursuant to state law of an agent for service of process amount to 
waiver of improper venue in actions of which the federal courts have exclusive juris- 
diction?** If the appointment of an agent for service of process is a real consent to 
be sued in the district, a non-resident individual who has been forced by the state law 
to appoint an agent within the state for service of process** would also be subject to suit 
in the federal district courts of the state. 

The Supreme Court might have reached the same result that it did in the present 
case by reverting to the theory, adopted formerly by some lower federal courts,?* that 
the corporation is a resident of a state in which it does business and appoints an agent 
for service of process. This theory would have correctly described the fact situation of 
a foreign corporation doing business within a state. Its adoption might, however, pre- 
vent the foreign corporate defendant from removing a case to the federal courts.” 
Moreover, under the residence theory, unlike under the consent theory, a foreign 
corporation would have the unrestricted right to sue non-residents of the state in 
which it was doing business in the federal courts of that state.*4 


*9 Pensacola Tel. Co. v. Western Union Tel. Co., 96 U.S. 1 (1877). 

2° Compare Old Wayne Mut. Life Ass’n v. McDonough, 204 U.S. 8 (1907); Simon v. 
Southern R. Co., 236 U.S. 115 (1915) with Pennsylvania Fire Ins. Co. v. Gold Issue Mining 
Co., 243 U.S. 93 (1917). 

208 For an enumeration of such actions see 28 U.S.C.A. § 371 (1928). 

** Cf. Doherty & Co. v. Goodman, 294 U.S. 623 (1935) (service upon an ordinary agent 
where statute did not require designation of an agent). 

= Zambrino v. Galveston, H. & S.A.R. Co., 38 Fed. 449 (D.C. Tex. 1889); Riddle v. New 
York, L.E. & W.R. Co., 39 Fed. 290 (C.C. Pa. 1889); Consolidated Store-Service Co. v. Lam- 
son Consolidated Store-Service Co., 41 Fed. 833 (C.C. Mass. 1890); Shainwald v. Davids, 69 
Fed. 704 (D.C. Cal. 1895); United States v. Southern Pac. R. Co., 49 Fed. 297 (C.C. Cal. 
1892), all overruled by cases cited in note 10 supra. 

23 38 Stat. 278 (1914), 28 U.S.C.A. § 71 (1927); 3 Moore, Federal Practice § 101.05 (1938). 

*4 For elaboration of this point see last sentence of first full paragraph on page 399. This 
distinction may explain the adoption by the instant case of the “consent’’ rationale, rather 
than the “residence” rationale: there has been a widespread movement to remove suits by 
and against foreign corporations from the federal courts. See Federal Venue Requirements for 
Foreign Corporations, 49 Yale L.J. 724, 729 n. 34, 732 n. 46 (1940). The movement, however, 
was initiated by those who objected to the privileges of foreign corporations to sue in the 
federal courts. Ibid., at 729 n. 34. Such groups would presumably prefer the present decision 
to one which by adopting the “residence’’ rationale would permit a foreign corporate plain- 
tiff to found venue in a diversity of citizenship cases on the fact that it was doing business 
within a given district. 
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Cases on the Law of Trusts. By George Gleason Bogert. Chicago: Foundation Press, 

Inc., 1939. Pp. xlvii, 879. $6.00. 

This book and the monumental treatise Trusts and Trustees are the fruition of the 

lifelong work of Professor Bogert in trusts, as teacher, counsel, and statutory drafts- 
man. 
In organization and in direction of stress, the present volume departs markedly 
from most of its predecessors in the field. In the latter, the core has generally been the 
nature and use of the trust concept and the creation of trusts, with the details of settle- 
ment trusts given secondary, though considerable, emphasis. In Professor Bogert’s 
casebook, the main theme is the creation and management of the express settlement 
trust today, with all other matters introduced as developments of, or digressions from, 
this line. After a brief chapter on “History,” the book is divided into three chapters, 
entitled, respectively, “The Creation of Trusts,” “Problems of Trust Administration,’ 
and “Remedies Available for Trust Enforcement.” Nearly five of the eight hundred 
pages of cases are devoted explicitly to administration and enforcement, and some of 
the topics taken up in the chapter on creation, such as the powers of the settlor and 
acceptance and qualification by the trustee, may be deemed matters of adminis- 
tration. 

The main theme is reflected in the cases used. They were selected to develop in the 
student a knowledge of the contemporary fundamentals which the lawyer engaged in 
a trusts practice must have. There is no specious modernity about them, but most of 
them are recent; and nearly all are American, with no special favor shown to the re- 
ports of a few states. 

The cases, the majority of which are new to casebooks, are excellently chosen and 
exceptionally well edited. They are crisp and rarely run to more than three pages in 
length, with the facts and issues always so fully given that the exact scope of the 
decision can be ascertained by the reader. The notes are terse and informative to the 
last degree. Although occasionally in question form, they generally indicate by ex- 
planatory citation of cases or statutes a development or limitation of the doctrine of 
the main case, or the state of the authorities on the point. At the head of each section 
there are references to the relevant sections of the Restatement of Trusts and the trea- 
tises of Professor Bogert and Professor Scott; occasionally other books, such as the 
treatises of Professor Gray and Professor Griswold, are referred to. There is no con- 
cession to the practice of using introductory or scope notes, digested cases, or economic 
or text material; this is strictly a casebook. 

Each chapter is broken up into from ten to twenty sections with descriptive head- 
ings to direct the attention of the student to the major problem in each subdivision. 
A useful appendix of nearly one hundred pages gives the five Uniform Acts relating to 


* Pp. 4-332. * Pp. 333-635. 3 Pp. 636-798. 
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Trusts, regulations of the Federal Reserve Board, sections from the English Trustee 
Act, 1925, and some forms. 

Despite the general excellence of the work, there remains a question as to the 
desirable organization of the subject for teaching purposes. The question may be 
briefly indicated: On which aspect of the trust should the emphasis be laid—on its 
affinity with property or on its affinity with equity? 

Throughout English history the major use of the trust has been in connection with 
settled property. In this country, at least as far back as Kent’s Commentaries, some 
teachers and writers preferred to deal with the trust alongside the other aspects of 
property law. Two seemingly distinct recent developments have led the trust to a 
closer association with property. In the practice of law, the development of an im- 
portant section of the bar concerned principally with settlement trusts has led to a 
recognition by the bar of the essential unity of the complex of problems involving 
settlement trusts, usually with a future interest involved. In England, the recognition 
of this unity has brought about a somewhat curious procedural result. Lord Wright 
recently pointed out that while formerly a large part of the work of the common law 
courts was concerned with the land law, the chancery courts came to monopolize in 
practice that part of the law, and by the acts of 1925 it has been for all practical pur- 
poses removed from the common law courts.‘ The extension of the jurisdiction of the 
probate court has made it possible in many states to deal with most of the problems 
arising out of testamentary instruments in the one court. In legal education, another 
development has called for a re-examination of the curriculum along functional lines— 
lines which may be socially or professionally functional. This is accompanied by 
greater caution in the use of wide-reaching conceptions, like trusts, which though 
suitable to one field may be unsuitable to another. 

There have not been wanting those, however, who have emphasized another aspect 
of the trust. From an early date in university legal education—if one may judge from 
the treatises of Story and Bispham—the trust, regarded as the major creation and still 
the favorite child of equity, was treated as a part of equity. When it first appeared in 
casebook instruction as a separate subject, it was the course of men, like Dean Ames 
and Dean Stone, who were teachers of equity and who continued to regard the trust 
as having the flexibility and variety of the larger instrument of which it was a part. As 
most teachers of equity are apt to emphasize the history of the subject and its present 
variety and readiness to meet new conditions, a similar treatment of trusts naturally 
followed. Our law has usually grown through the development of old forms and con- 
ceptions to meet new situations, and in this work the trust has been outstanding. 
Some of these conceptions, of the greatest usefulness in their time, have had their day 
or century and now have given way to new agencies of development. Such has been 
the fate of the action on the case. Is this true of the trust? Maitland thought we were 
in danger of losing the benefit of the flexibility which the trust and, indeed, equity offers, 
and he sounded a call, “We must fight for our Equity.”’ In the wide discussion half a 
generation ago as to the nature of the interest of a beneficiary, a similar view caused 
the emphasis to be laid by some on the in personam elements.s 


4 Lord Wright, The Future of the Common Law 73 (1937). 


5 Stone, The Nature of the Rights of the Cestudé Que Trust, 17 Col. L. Rev. 467, 500 (1917); 
Costigan, Review of the book The Enforcement of Decrees in Equity, to Ill. L. Rev. 240 (1915). 
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After all, it is necessary for the law student to acquire an understanding of at least 
two aspects of the trust: the trust as the administrative agency of settled property 
and as an instrument of wide and developing usefulness. Every teacher of trusts will 
agree with this. He will ask himself how this task can best be performed or, to recur 
toa question raised at the beginning of this review, which shall be the main subject and 
which that of subsidiary stress.® 

Various emphases are possible with the present volume; and Professor Bogert, 
recognizing the lack of agreement on organization, suggests in his preface how those 
preferring another type of organization may change the order of the cases. 

The question as to the emphasis and stress of the course, inevitable as it is, does not 
detract from the great merits of the principal work. This is a book with a coherent 
theme, resting on a most thorough knowledge of the cases, and built up with excep- 
tional care and skill. 

E. E. CaEATHAM* 


Neo-neutrality. By George Cohn. Translated from the Danish by Arthur S. Keller and 
Einar Jensen. New York: Columbia University Press, 1939. Pp. x, 388. $3.75. 


This is a provocative book, written by the Chief of the International Law Section 
of the Danish Foreign Office. In the conflict that has raged between “‘isolationists,” 
the adherents of traditional neutrality based on impartiality and non-participation, 
and the advocates of collective security, Dr. Cohn has injected a novel and thought- 
inspiring idea: that of “neo-neutrality.” To be exact, the idea is not wholly new, for 
the author has written extensively on the subject in various European legal periodicals 
since 1924! and defended his thesis energetically at the International Studies Confer- 
ences on Collective Security held in Paris and London in 1934 and 1935. It is the first 
time, however, that his system has been fully expounded in the English language. 

The first chapter of Dr. Cohn’s treatise is an analysis of traditional neutrality, that 
is to say, neutrality as it was conceived prior to the first world war and culminating in 
the Hague Conventions of 1907 and the unratified Declaration of London of 1909. He 
then proceeds to an examination of the collective security system, built upon the 
Covenant of the League of Nations and other post-war treaties, and of the attempts to 
blend traditional neutrality with collective security. Dr. Cohn’s conclusion is that 
neither neutrality nor collective security is helpful in localizing, much less in eliminat- 
ing, wars. Traditional neutrality, according to him, was wholly a passive attitude, 
perhaps the most practical and rational under the conditions then prevailing, for 
states desiring to stay out of a war to adopt, but incapable of bringing effective pres- 
sure on belligerents not to resort to or to discontinue the war. The objective of pre- 
serving one’s own peace was viewed from the position not of the neutral but from that 
of the belligerent. Collective security, on the other hand, by legalizing “defensive” 


6 Jacob, Trusts, Future Interests, and All That; Being again a Review of Reviews; To 
Which Are Both Prefixed and Appended Certain Thoughts on the Present Discontents, 18 
Corn. L.Q. 351 (1933). 

* Professor of Law, Columbia University. 


t See his writings in the Bibliography, p. 355. 
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and penalizing only “aggressive” wars by “sanctions,” economic and possibly military, 
imposed on the aggressor or covenant-breaking state, has not only proved ineffective 
in practice but is to be rejected a limine because paradoxically it seeks to eliminate 
war by war itself. 

“‘Neo-neutrality,” proposed by Dr. Cohn as an honest system of peace preserva- 
tion, would approach the matter from the neutral’s point of view. “The initial aim 
must be,”’ he says, “the preservation of peace, and it is the security of trade and other 
relations of the neutrals, which under all circumstances, must be protected. War, on 
the other hand, must be seen as the irrational and worthless thing which it really is.’ 
The new system, therefore, “disqualifies” war, irrespective of cause or character, 
whether it is for the purpose of righting an injustice, of acquiring “living space,” 
defensive or aggressive. In other words, “‘neo-neutrality” is aimed against war as such, 
which it considers a fact, regardless of the ideology, and not against certain kinds of 
war. This system, according to Dr. Cohn, allows for greater consistency and efficiency 
than the aggression theory. Moreover, “neo-neutrality” requires no active, military 
participation in the war. It requires an active and common front of neutral states to 
take appropriate action, short of the use of force, to prevent the outbreak of war or to 
terminate it after it has begun. Just what measures are proposed is not quite clear; 
presumably they would be, in addition to diplomatic pressure, of an economic and 
financial nature. Regard for belligerent rights, given impartially under traditional 
neutrality, would be replaced by impartial disregard of such rights.‘ To this extent, 
neo-neutrality and traditional neutrality coincide. The only wars which would have 
legal status in Dr. Cohn’s system are wars of self-defense, as distinguished from “de- 
fensive” wars, the standard of self-defense being determined by a study of analogous 
situations in municipal penal law.s 

Much of the author’s criticism of collective security and of the theory of aggres- 
sion is sound and often unanswerable. Some will perhaps disagree with his conclusion 
as to the ineffectiveness of passive traditional neutrality, since despite passivity, 
respect for neutral rights, however often and grossly they have been disregarded, has 
had a localizing effect and has imposed restraints on the conduct of wars. 

As to the workability of Dr. Cohn’s “‘neo-neutrality,” several questions will doubt- 
less be raised. Is the fundamental assumption correct that war is a mental disease, a 
pathological phenomenon, which cannot be endowed with a logical or rational basis? 
War of course is horrible, but how is it to be explained that for thousands of years hu- 
manity has resorted and continues to resort to this ultima ratio for settling conflicts of 
real or fancied interests, and has not found a politically equivalent instrumentality? 
Since neo-neutrality would require that the majority of the nations of the world 
accept the “disqualification” of all wars (save wars of self-defense), what can be done 
so long as some very powerful nations, far from “disqualifying” it, hold war as praise- 
worthy in itself and indeed glorify it to the extent of considering it the supreme self- 
expression of the nation? Would the definition of individual self-defense in municipal 
law supply a practical standard for determining international wars of self-defense? 


*P. 185. 3 P. 309. 4P. 320. SP. 331. 


6 Pp. 262-5. Dr. Cohn deals at some length with the psychological aspects of war. The ap- 
plicability of Freudian psychology to mass reaction and behavior seems, however, to this re- 
viewer, somewhat far-fetched. 
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By the application of such a standard, would Ethiopia’s war against Italy, Poland's 
war against Germany, or Finland’s war against Soviet Russia be considered “defen- 
sive” wars in which the rest of the world would practice disregard of the belligerent 
rights of both combatants, or wars of self-defense in which they would recognize the 
belligerent rights of at least the defender? 

Students of peace, war and neutrality will doubtless attempt to explore such and 
many other questions which this timely book is bound to inspire. For Americans, 
among whom the verbal battle over the issues herein presented has been fought with 
particular intensity during the last few years, the chief significance of Dr. Cohn’s 
study lies in the fact that it brings to us a clear and reasoned appraisal of collective 
security which many of our people have advocated as the ultimate panacea for a war- 
less world. His appraisal is doubly valuable since it comes from a country which has 
been a loyal and active member of the League of Nations since its foundation (an ex- 
perience denied to the United States), whose people are as anxious as the American 
people to preserve peace, and which, by reason of size, equipment, resources and, above 
all, geographical position, is in an infinitely more exposed situation than the United 
States to the consequences of this system. 

A word of praise is due to the translators who have discharged a difficult task with 
distinction, for there are few things requiring more acumen than the faithful and yet 
intelligible rendition in another language of a highly technical text. 


Francis DEAk* 


Parole with Honor. By Wilbur LaRoe, Jr. Princeton: Princeton University Press, 

1939. Pp. x, 295. $3.00. 

For a long time there has been a crying need for a fairly short, definitely readable 
book on parole, to which to refer the layman who wished to gain some genuine and 
reliable information on that much misunderstood and misrepresented subject. De- 
cidedly Mr. LaRoe has filled that need. In his capacity as chairman of the Board of 
Indeterminate Sentence and Parole of the District of Columbia he has had ample 
opportunity for personal and practical knowledge of his subject. He is thoroughly 
convinced of the soundness of the theory of parole (and who who knows anything 
about it is not?), and his purpose is to present a logical analysis of it so as to convince 
even the most hostile reader that he is right. To this end his treatment is broad, 
rather than intensive. At times he allows himself to wander far afield, for the under- 
lying clarification thereby to be brought to his main subject. Thus, for example, 
crime prevention, juvenile delinquency, the “big brother” movement, all get men- 
tion, but the charge of superficiality is, in the reviewer’s opinion, fully overcome by 
the author’s insistence that parole is only a single contact, only the final contact, in 
a long series that the individual has with the law, and that how he will react to that 
contact is dependent at least as much on how, cumulatively, these other contacts 
have affected him. Parole gets the praise or blame, like the final green apple in a boy’s 
stomach. It is a wise course on Mr. LaRoe’s part to stress so persistently, all through 
his book, the fact that parole is only a small part of the whole correctional process, and 


* Assistant Professor of Law, Columbia University. 
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that in any given case success or failure is due to the whole of a prisoner’s past ex- 
perience, including even that occurring long before his first arrest. 

It is unfortunate that in so important a subject there should be such great misin- 
formation—so strong a popular tendency to regard parole as merely a form of 
leniency, accorded on a haphazard basis to persons often undeserving of any sym- 
pathy. This is not the place to point out in detail that quite on the contrary the inde- 
terminate sentence, ending in parole, has made for much longer average periods of 
incarceration, and that the root idea lying beneath parole is that it is safer for society 
to release an offender under supervision and subject to immediate return to prison 
than it is to release him at the expiration of a term set in advance, with no supervision 
whatsoever, and with no threat of reincarceration short of a new offense, a new trial 
and a new conviction. It is society—not the prisoner—which is entitled to have 
releases made under the safeguards of parole. Leniency and sentiment alike have 
nothing to do with it.? This is the idea that Mr. LaRoe ceaselessly hammers away at, 
especially in his opening chapter. 

This appeal to the common sense of the open-minded reader being his constant 
approach, it is a pity that such an unfortunate title was selected for the book. When 
those of Mr. LaRoe’s opinion are so regularly and unfairly accused of being senti- 
mentalists, why of all things must a title so suggestive of the sob-sister have been 
selected? At the very outset it will alienate many and make his task that much the 
harder. Sometimes, too, the author adds signally to his job by needlessly assuming 
that other branches of the criminal law machinery have merits and a lily-white purity 
which many readers will question. Why assign to your competitor excellences that, to 
say the least, are highly questionable? On the other hand this general tolerance 
toward the other fellow and what he is doing shows itself at its best in his discussion of 
the need for co-operation between parole authorities and police forces—a co-operation 
sadly lacking in most places and one which has come nowhere near receiving the at- 
tention that it calls for. 

Occasionally, but only occasionally, the extremely broad treatment that the author 
gives to his subject leads him into generalized statements somewhat lacking in ac- 
curacy. Thus in discussing the indeterminate sentence he says: ‘Under such a system 
the sentencing judge shares with the board of parole responsibility for deciding the 


* “Tf the public wants to know why parole is far from completely successful in this country, 
the answer will be found partly in the fact that the public is making successful parole adminis- 
tration impossible by tolerating a medieval system of prisons and jails in many of our states’”’ 
(p. 92). As the author points out, the federal system of parole administration is so much better 
than those of most of the states, partly at least because the federal prisons have a much more 
highly developed program of pre-release rehabilitation work. 


2 “The more dangerous the criminal, the greater the need for the safeguards which parole 


provides [as compared to the total lack of safeguards on outright release)” (italics added) (p. 
124). 


3 For example, p. 72: “There has been developed in this country a wholesome tradition to 
the effect that politicians will not interfere with our courts or attempt to influence their 
decisions.” Compare, however, E. H. Sutherland in his Principles of Criminology, p. 485: “In 
general, parole boards have been less influenced by bribery than have the police forces and the 
courts.” Maybe Mr. LaRoe, rather than Mr. Sutherland, is right. As a Chicagoan the re- 
viewer is at least in doubt. Anyway, why assume it against yourself? 
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length of sentence, the court fixing the minimum and maximum, but the board de- 
termining at what precise point between the minimum and maximum the prisoner is 
ready for release.’’4 It is true that in a few states the court has the authority to re- 
strict the parole board’s action in this manner. But it is not a necessary feature of the 
indeterminate sentence, and generally there is no such judicial power to hedge it in 
and even hamstring it.’ Most of the states having this highly undesirable feature in 
their statutes appear to be planning to do away with it.‘ 

A few topics suggest themselves which receive either inadequate attention or even 
none at all. Thus little is said of the need to create pre-release prisons, viz., institu- 
tions in which by a gradual increase in the freedom accorded a prisoner who is shortly 
to be entirely released, the tremendous step from the irresponsibility of incarceration 
to individual responsibility can be made by easy degrees. Our practice of the cold 
plunge from wholly one to wholly the other subjects the ex-prisoner to such a strain 
of adjustment as hardly any one of us would care to face even with a friendly, instead 
of an unfriendly, community around us. 

There is nothing at all on the valuable investigation being done in Illinois in the 
matter of parole prediction charts—tables, that is, covering thousands of cases and 
determining for a large number of factors the percentage of favorable and unfavorable 
results shown by parolees illustrating these factors. It is easy enough to see, even 
without such charts, that having an established home and a family is a favorable fac- 
tor, or that a record of addiction to drugs is an unfavorable one, but the Illinois work, 
carried on in a purely statistical manner and with no advance bias for or against par- 
ticular factors, is already beginning to bring out some highly interesting results as to 
a large number of factors whose importance, pro or con, is nowhere nearly so obvious. 
While the granting or refusing of parole never will be, and never should be, the mere 
final result of mechanical adding and subtracting of factors, such studies as this will 
contribute invaluable background information. Their very existence proves how un- 
just the claim of enemies of parole is, that boards merely “guess them in and guess 
them out.” 

Another important matter which has been overlooked—not only by the present 
author, but also, unhappily, by writers generally—is the subject of parole for minor 
offenders. All of us, even the opponents of parole, insist that it is most likely to be ap- 
propriate in the case of first offenders. Yet we restrict parole to inmates of peni- 
tentiaries. How many genuine first offenders are to be found in our penitentiaries? 
Very few. If a number of crimes of personal violence are eliminated, where sudden 
anger or passion was involved, almost none. The place where the real first offender 
is much more likely to be found is in the county jail or the house of correction. If we 


4P. 187. 


5 For example, by some such sentence as “not less than five years and not more than five 
years and one day.” Despite the fact that thereby the trial judge is forcing the community to 
take back an ex-convict who is exempt from any supervision or any fear of reincarceration, 
and despite the fact that the community, by enacting a parole law, has shown its wish to free 
itself from this menace, such sentences have been upheld. 


6 Illinois readers will recall that it was precisely this undesirable feature which a small group 
sought (under the wholly misleading name of “parole reform’’) to get into the Illinois statute. 
Despite the support of the Chicago Daily News and, even more, of the Chicago Tribune, they 
were, fortunately, unsuccessful in their attempts, both in 1937 and in 1939. 
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really believe that parole’s best opportunity lies with the novices in crime, why, in — 
the name of common sense, do we rigidly exclude almost all these from it? 

Among the minor observations to be made, is to note the fact that the book con- — 
tains a lengthy appendix giving (among other items) an extremely useful summary of © 
the parole laws and general situation state by state. At times the proofreading seems 
not to have been given quite the attention that it deserves.? These, however, are 
trivial matters. The important point is that now at last we have a well-written, — 
accurate and readable statement of the case for parole, to recommend to the layman. — 
Mr. LaRoe can feel that he has done a piece of civic work of the first order. 


E. W. PuTTrKAMMER* 
7 Thus, on p. 180 in footnote 2, four authors are named. The names of no less than two are 
misspelled. 
* Professor of Law, The University of Chicago. 








